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Review of macroeconomic developments

2009 VI 2010 %
REAL SECTOR DEVELOPMENTS
GDP (in current prices in EUR million)* 3003.0
Industrial output index (compared to the same period the year before) -32.2 -0.1
Forestry (compared to the same period the year before) -23.0 144
Construction (compared to the same period the year before-measured by effective working hours) -19.2 -10.2
Employment
Number of employed people 169.859
Number of unemployed people 30.169 31.324
Inflation rate (compared to December the year before)
Cost-of-living index
CP** 1.5% -0.2
RPI
Average salary (EUR, without taxes and contributions) 463 470 15
(data for 2009 and for period I-VI 2010) ’
MONETARY DEVELOPMENTS (EUR million)
M11
Total deposits 1,824.7 1.808 -0.9
Deposits by economy 510.1 5314 4.2
Government deposits 1585 120.5 -24.0
Central government 57.7 50.8 -12.0
Institutions and agencies of central government 35.1 24.8 -294
Funds and municipalities 65.6 44.9 -316
Deposits by financial institutions 1854 188.5 1.7
Deposits by households (savings) 8439 868.3 29
Deposits - other 126.9 99.5 216
Total loans 23978 23343 -26
Loans to economy 1,357.9 1,324.7 -24
Loans to government 60.5 556 -8.1
Central government 0.1 11.1 15.987
Institutions and agencies of central government 4.0 4.5 1.9
Funds and municipalities 56.4 40.1 -289
Loans to banks and financial institutions 7.2 7.1 -16
Loans to private citizens 919.3 885.2 -3.7
Other loans 529 61.7 16.7
MONEY AND CAPITAL MARKET
Turnover in stock exchanges (EUR million)*** 405.8 325
NEX stock exchange 162.5 16.6
Montenegroberza stock exchange 2433 15.9
Stock exchange indices
NEX20 14,5969 13,063.40 -10.5
NEX PIF 7,020.7 657220 -6.4
MOSTE 638.99 479.90 -24.9
Average interest rates on 28-day T-bills, last recorded
Average interest rates on 56-day T-bills, last recorded
Average interest rates on 91-day T-bills, last recorded
Average interest rates on 182-day T-bills, last recorded 3.00% 3.50%
FISCAL DEVELOPMENTS (FUR million)****
Current incomes***** 1,544 .4 567.7
Expenditures***** 1,556.5 582.1
Surplus/deficit -12.1 -14.5
Foreign debt without debt of public enterprises (in EUR million) 699.9 7378 54
Public debt without debt of public enterprises (in EUR million) 4403 3775 -14.3
EXTERNAL DEVELOPMENTS***
Current account balance (EUR million) -896.3 -508.8
Trade balance -1371.5 -607.4
Balance of services 3845 438
% of trade deficit/other balances coverage 347 16.2
Current account balance in % of GDP -29.8

* Estimate of the Ministry of Finance

**The only inflation measurement as of January 2009

*** Preliminary data for the period I-VI 2010.

**¥* Data cover the periods I-XIl 2009 and I-VI 2010.

**¥%% Current revenues and expenditures of the budget, state funds and local self-governments.






MACROECONOMIC DEVELOPMENTS

The economic activity declined in the first two quarters of 2010, but in the third quarter it increased. This
means that after seven consecutive quarters in which GDP declined, it finally increased. Therefore, it can be
stated that Montenegro is, technically speaking, out of recession. Still, all problems are not solved due to still
present vulnerability of the real sector.

There is a question whether this growth will be sustainable in the fourth quarter due to numerous risks.
Construction is still in a deep crisis, trade stagnates while the banking sector is burdened with numerous
past due loans and it will not be able to support real sector as it was the case in the years proceeding the crisis.
Despite visible improvements, manufacturing industry is still in a negative rates zone. At the same time,
growth is largely stimulated by positive movements in the energy and tourism sectors. We will see whether
energy will be able to record such high growth in the last quarter as it was the case in the first three quarters.
Tourism stimulated activities such transportation, telecommunications, food industry, trade and the like.
Such stimuli will not be present in the last quarter. Thus, we expect that GDP will range from -0.5% to 1.5%
in 2010.

In the first quarter of 2010, unemployment increased by 13.2% in relation to the same period of the previous
year, while the number of unemployed persons is declining since April 2010. Net wages recorded minor
increase (0.9% in the first six months of 2010 in relation to the same period of 2009) while the inflation was
low. The annual inflation in June reached the lowest value of 0.2% (as in February 2010). In the following
period, due to the growth of almost all food products’ prices, inflation might slightly increase, thus, we expect
the similar inflation level in relation to the previous year.

In relation to the end of the previous year, total deposits were 0.9% lower, due to the government’s deposits
decline, constant increase of households™ deposits over a year and increase of the corporate deposits in the
second quarter of 2010. Observed annually, total deposits increased by 2.9%, and at end-June they amounted
to EUR 1.808,3 million.

Trend of banks’ lending activities is slowing down and if some banks did not transfer their loan portfolio they
would have recorded credit growth at the system level in the previous period. At end-June loans amounted to
EUR 2.334,3 million and were by 2.6% lower than at end-2009. However, non-performing assets (13.9% of
total assets) and non-performing loans (16.8% of total loans) are still increasing.



Banks’ equity capital increased by EUR 65 million or 19.1% more in relation to end-2009. Growth of banks’
capital base contributes to reinforcement of the banking system soundness, but loss increase at the system
level ,spends” additionally secured capital, thus, additional increase in capital will be necessary. At end-June
2010, banking system loss doubled at the system level in relation to the end of the previous year amounting
to EUR 47.6 million.

High risk premiums and expensive asset sources contributed to the growth of the interest rates on loans
granted. Weighted average lending effective interest rate at the end of the second quarter of 2010 amounted
t0 9.52%. Interest rates on short-term and long-term loans increased (they all amount over 11% except loans
over 5 years amounting to 8.01%). Numerous factors affect such high level of interest rates: operational losses
growth, high capital price, high premium risk, poor clients’ solvency, constantly higher demand than offer.
Thus, interests will probably remain high for a certain period.

However, there are still problems in the metal industry. Industrial output growth is evident at the annual level
(41.6%) at the total output level for the six months as well as in relation to the 2009 average (18%). In the first
six months of 2010, production growth was recorded only in electricity, gas and water supply sector (27.3%).
Higher production than planned was recorded by hydro plants “Perucica” and “Piva” as well as Thermo power
plant “Plievlja”. Increase was recorded in the forestry sector, as ell as in certain areas of transportation, while
construction is still in deep crisis. Number of tourists who visited Montenegro amounted to 274,8 thousand
in the first half of 2010 which is 0.3% less in relation to the same period of 2009.

Out of the total number of registered legal and natural persons (52,183), 13,195 had frozen accounts. Total
debt value on the basis of which the accounts were frozen amounted to EUR 210.6 million.

Capital and real estates markets did not recover. The average monthly turnover at stock exchanges is under
previous daily turnovers (EUR 5.4 million), while indices are still declining. In relation to their maximum
values (reached in 2007), at end June-2010 indices were lower: Moste — 5.1 times, NEX20 — 3.7 times and
NEXPIF - 7.7 times.

Current budget expenditure declined in relation to the loan, while budget revenues were somewhat lower
in relation to planned dynamics and volume. Public sector deficit amounted to EUR 14.5 million or 0.5%
estimated GDP in the first six months of this year. In the same period of 2009, budget deficit amounted to
EUR 12 million or 0.4% of estimated GDP.

Current account deficit is on a downward trend amounting to EUR 508.8 million at end June, and was 7.7%
lower in relation to the same period of the previous year. According to Monstat preliminary data on trade,
export increased by 15.4% while the import declined by 1.5% in the period January-June 2010.

In the first six months, net FDI amounted to EUR 314.3 million or 3.7% less than in the same period of the
previous year, which represents significant inflow bearing in mind that there were no major privatizations
in this year'. FDI structure improves due to the growth in investments i companies in banks, while in real
estates declines.

' It should be noted that in the QII 2009, sale of EPCG shares who were in the investment funds’ ownership was announced.
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1.1. Gross Domestic Product

Although official data on GDP developments are not available for the first six months, economic activity
decline is still present in the first half of the year, but slowing down of the decline is evident. It can be expected
that the second half of the year will be substantially favourable. Positive trends are recorded in forestry sector
and some segments of transportation, while total industrial production and tourism sector recorded minor
decline and construction which recorded substantial decline.

This period is characterized by gross salaries  Table 1.1

growth, low inflation in relation to end-2009 as ~ Estimated GDP (in EUR million)
well as at the annual level. Despite the increase
of the number of unemployed persons (13.2%) in 2009 2010
relation to the same period of the previous year, CDP 30030 31170
unemployment has been declining since April
2010, after its constant growth as of September  Source: Ministry of Finance
2009.

Box 1.1 - GDP in selected countries

WIIW (Vienna Institute for International Economic Studies) assessments on GDP, referring to selected
countries changed in June in relation to assessments from February 2010. In relation to the previous
projection, positive developments were forecasted for FYR Macedonia, Serbia, and somewhat higher
rate is foreseen for Turkey and Albania. Negative trend in Bosnia and Herzegovina should be seized
in 2010, while the rate in Montenegro remained unchanged (-1%). According to EBRD assessments
from May 2010, economic growth is foreseen for all countries of the former Yugoslavia, not with the
same intensity but with positive forecasts ranging from 0.1% for Montenegrin economy to 2.2% for
the economy in Macedonia. Although it is difficult to forecast real development of the Montenegrin
economy (somewhat more clear picture will be available after the tourist season), projections provided
by the renewed institutions is mostly matching the range provided by the Montenegrin Ministry of
Finance (from -2% to 0.5%) for 2010. Here are forecasts on recovery during 2011, with more moderate
growth than the one before the crisis began, for all countries for which forecasts were performed.



Table 1
GDP in 2009 and 2010 (%)

Selected countries 2009. 2010. 2009. 2010.
Assessment — February 2010  Assessment — June 2010
Slovenia -8 1 -7.8 0.5
Bulgaria 5.1 0 5.0 0
Romania -7.2 0 -7.1 =1
Croatia -6 =1 -5.8 -1.5
FYR Macedonia 2 0 -0.7 1
Turkey -6 4 -4.7 6.3
Albania 42 1 42 1.7
Bosnia and Herzegovina -3 -1 -3.2 0
Montenegro =5 -1 -5.3 -1
Serbia -29 0 -3 1
NMS - 10 -36 1.0 -3.6 1.2
EU-15 4.1 0.7 -4.2 0.9
EU - 27 -4.0 0.7 -4.1 0.9

Source: WIIW assessment - 2010

1.2. Activities
1.2.1. Industrial output
In the first six months of 2010, industrial output

decreased by 0.1%, in relation to the same period
previous year. Despite still present problems

Graph 1.1
Industrial output, annual rate
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was recorded in leather and leather products subsector (-80%), rubber and plastic masses production
(-56.4%), transport equipment production (-39,6%) basic metals and metal products (-34.5%), textile and
textile products (-24.5%), manufacturing, other (-19,7%), food products, beverages and tobacco (-12.3%),
paper, publishing and printing (-10.3%) chemical products and fibres (-3%) and production of wood and wood
products (-1.9%).

Although Aluminium Plant Podgorica increased production in the first half of 2010 in relation to the
comparative period, continuous problems in the Bauxite Mine, Steel Factory and Aluminium Plant affected
production decline in basic metals and metal products subsector, which makes up 29.8% of total industry. The
Montenegrin Government initiated realization of the restructuring of the Aluminium and Steel plants with a
view toincreasing the production capacities, competitiveness, as well as solving problems of redundancy. Thus,
The Government accepted the Lending Contract between Aluminium Plant and Deutsche Bank in amount
of EUR 22 million which should be invested in servicing of liabilities to Montenegrin Electric Enterprise as
well as in creating conditions for continuation of regular production. However, concluding of this lending
arrangement represents one of preconditions for the efficiency of the Settlement Contract between state of
Montenegro and CEAC Company, according to which the state becomes the part of the Aluminium Plant
ownership structure. Aforementioned activities, restructuring and realistic investments in the production
process could affect economic recovery.

Graph 1.2
Industrial output by sectors, @ 2000 = 100
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Production growth was recorded only in two subsectors of manufacturing industry: production of machines
and devices, other by 51.8% and production of other non-metal minerals by 21.4%, which together make up

7.8% of total industrial production.

Production in mining and quarrying sector declined by 1.8%, mostly due to suspension of production in the
mining sector, as well as due to more favourable prices of aluminium oxide. Production of pit coal, lignite
and peat increased by 7.6%, while other mining and quarrying areas recorded increase of 44.1% in the first
six months in relation to the same period of the previous year, while production of metal was not recorded.

Graph 1.3
Industrial output - Linear development trend
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In the first half of 2010, production of energy,
gas and water increased by 27.3% in relation to
the comparative period. Higher production than
planned was recorded by hydro plants “Perucica”
and “Piva” as ell as Thermo power plant “Pljevlja”.

The Montenegrin Parliament enacted the Energy
Efficiency Law on 22 April 2010, which prescribes
manners of efficient energy use, measures for
the improvement of energy efficiency and other
related issues.

Observing the industrial output (Graph 1.3) in
a very long-term, there is a positive trend from
the index aspect. However, the declining trend,
initiated in 2008 and continued over 2009 is
slowing down and stabilizing in the observed
period in 2010.

1.2.2. Tourism

Negative indicators on number of tourist arri-
vals and overnights recorded in the first months
of this year minimized over the first half of the
year, which may substantially affect economy de-
velopment in 2010. According to Monstat data,
over the first six months Montenegro was visi-
ted by 274.9 thousand tourists or 0.3% less than
in the same period of the previous year. Higher
number of visitors was registered in mountain re-
gion (5.4%) and in Podgorica (9.8%), while coas-
tal region reregistered decline in number of visi-
tors by 0.1%. Number of arrivals of domestic to-
urists declined by 2.9%, while the number of fo-
reign ones increased by 0.2%. In the structure
of arrivals, tourists from Russia were dominant



(12.4%) as well as tourists from neighbouring co- ~ Graph 1.5
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areas by 25.6%.
In the first six months, increase in number of  Graph 1.6

overnights was recorded by Albania (92.6%),  Tourist overnights in the period January-June
Austria (14.6%), Hungary (23.2%), France (28.5%),

Poland (75.3%), Kosovo (673%), Belgium (10.1%), [~ 1600.000
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summer tourist offer in the region countries. -
Campaign started during Serbia Open ATP
Tennis Tournament, and continued during May
in Nis, Kragujevac, Cacak, Novi Sad, Subotica and
Belgrade. In addition, campaigns in May were held in Sarajevo, Banja Luka and Skopje, while in June they
were held in Pristina, Tiranaand Ljubljana. With a view to enhancing cooperation between tourist economies,
the Agreement on Cooperation in the tourism sector was signed between the Government of Montenegro and
the Council of Ministers of Bosnia and Herzegovina on 08 June, enabling future joint presentation at large
overseas markets of China, Japan, India and USA. Campaign continued on leading global TV networks: CNN,
Euro news, Travel Channel and, for the first time on BBC.

Source: Monstat

National Tourism Organization of Montenegro in cooperation with tour operator R-Tours Company presented
tourist offer at the Russian market through two presentations in Moscow and Yekaterinburg, with a view to
setting new business contacts with tourist subjects of this market. Aiming t enforce this cooperation, the first
international business forum ,, Russia-Montenegro: New business possibilities was held in April in Budva. There
were presentations on modern development trends of the Russian-Montenegrin trade and economic cooperation
and manners and prospective of development in areas of tourism and migrations of Russia and Montenegro.



In the period 25-27 May, representatives of the Ministry of Tourism participated at the tenth Global
Summit ,, Tourism and Travelling” in Beijing, where they presented current tourism investment projects in
Montenegro and promoted possibility for future investments. On 28 May, at the largest worlds” fair EXPO
2010 they presented Master Plan of sustainable tourism development of Kolasin (realized in cooperation with
the Italian Government).

In June, Ministry of Tourism and National Tourism Organization of Montenegro hosted a group of specialized
tour operators and media representatives for biking, introducing them with the tourist offer of mountain
and central regions of Montenegro. Tour operators were expressed great interest for summer hut (katun)
accommodation, mountain paths and unpaved roads, as well as for organic food. Promotion and development
of the “Hiking and Biking” offer would provide a chance to people living in summer huts to include themselves
in business activities and promotion of their accommodation capacities and local products.

Asafirststep in the implementation of the Master Plan for Kolasin, the 20th manifestation “First Biking Days
in Kolasin” was held, thus promoting a new tourist offer “Bike Sharing”.

Box 1.2 - Tourism Sector — Initiator of 2010 economic activities in the world and in
Montenegro

UNWTO projections as of the beginning of 2010, point to the growth in number of tourist arrivals in the
in the world in 2010, ranging from 3% to 4% and they still remain unchanged. Namely, according to
indicators for the first four months, growth in number of international arrivals could reach 4% or even
exceed this percentage by the year-end. Despite the fact that natural disasters such as earthquake at
Haiti, floods in some parts of Europe will affect tourism sector developments, projections should remain
unchanged. In  addition,
projections will be largely
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1.2.3. Forestry

The production of wood products amounted to 81.760 m® of wood assortments, or 14.4% more than in the
same period of the previous year.

In April this year, Dutch Development Agency, within the technical assistance on “Introduction of methods
and services of forestry counselling into the practice” jointly with Forest Administration Pljevlja organized
three-day training for trainers, as well as two one-day trainings for private forests owners.

Trainees were engineers and technicians from the Forestry Administration (from all regional units),
especially those dealing with operations in private forests, and are trained for the use of modern methods in
providing counselling services, primarily to forest ownerships.

In May, a call for competition was announced for exploitation of forests in the northern forest region.

1.2.4. Construction

According to preliminary Monstat data, the value of construction works amounted to EUR 92.7 million
in the first six months this year, and was 8.4% lower in relation to the comparative period. Construction
activities declined by 10.2% which is measured by effective working hours. According to Monstat, value of
new contracts on other constructions amounted to 61 million or 50.8% more in relation to the same period of
the previous year. In QII, observed by quarters, value of new contracts on constructions declined by 72.3% in
relation to the first quarter of 2010. The value of the contract on other constructions increased by 752.6% due
to contracted works referring to road infrastructure, pipelines and the like.

Graph 1.7
Construction activities
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1.2.5. Transportation

In the first half of 2010, according to Monstat data, road transportation recorded 27.8% less passengers than
in the same period of the previous year. Cargo transportation recorded decline of 15.2%.

At end-April, Protocol on cooperation in passengers and cargo road transportation was signed in Podgorica,
consisting of the Draft harmonized agreement between the Government of Montenegro and the Government
of Hungary on international passengers and cargo road transportation. The Draft prescribes new regulations
on transportation security and environment protection, through promotion of motor vehicles standards.

In May, upon the proposal of the Highways Construction Council, the Government accepted the ofter of
the Greek-Israeli Consortium “Shikun & Binui — Aktor Concessions” for the construction of the section of
the highway Bar-Boljare. The offer includes section Smokovac — Matesevo and parts of sections Djurmani
— Virpazar and Smokovac — Virpazar. Within the first phase, a Protocol on concession assignment for
projecting, financing, construction, management and sequences maintenance was signed in June. This
enables consortium to try to provide funds for the project realization from international financial institutions.
Protocol defines the price of EUR 1.57 billion and deadline of for year for the completion of work.

On 17 June 2010 in Ulcinj, the Directorate

Graph 1.8 for Transportation signed the Contract on
Passengers road transportation constructing the bridge over the channel Port
Milena with constructor, the company “Primorje
4 ) Ajdoviscina“ from Slovenia. Value of the Contract
18,000 amounts to EUR 13.903.764,07 guaranteed by
160001 2007 2009 the Government of Montenegro. Deadline for
14,0001 2008 —— 2010 1 Lo .
120004 finishing the construction is 18 months with
10,000 a view to providing better transportation and
8,000 decrease of traffic crowds, especially expressed
6,000- f during the summer tourist season. In addition to
4,000 the connection of two shores along the road Ulcinj
2,0001 — Ada Bojana, the project should have the function
0 LNV VX of waterway in the channel - Port Milena.
- /
In the observed period, passengers railway
Source: Monstat transportation was 7.7% lower while cargo

railway transportation increased by 66%.

In April 2010, the Government of Montenegro adopted the Programme on construction, maintenance,
reconstruction and modernization of the railway infrastructure for 2010. It stipulates implementation
of projects with the value of EUR 9.6 million for the construction, maintenance, reconstruction and
modernization of the railway infrastructure, as well as completion of project of repair of the railway Niksic-
Podgorica.

Repair of 18km of Bijelo Polje — Krusevo - Mijatovo Kolo railway section started at end-April. This project has
value of EUR 7.8 million and is financed from the EIB loan.



Total harbours turnover amounted to 839,7 thousand tonnes or 13.6% more in relation to the same period
of the previous year, whereby export made up 47.7% and import 38.9%. In this period, export increased by

34.4%, while import declined by 23.7%.

Over the first quarter, air transportation recorded 4274 thousand passengers or 17.8% more in relation to the
same period of the previous year, while cargo transportation increased by 97.4%.

In  April the Government adopted the
Memorandum of Understanding in the air
transportation between relevant ministries of
Montenegro and Russian Federation, as well as
agreements on international road transportation
between the Governments of two states.

With a view to connecting Montenegro with
important destinations and setting up “air
bridge” between Montenegro and Turkey. Civil
Aircraft Agency issued approval to the company
Turkish Airlines for performing flights between
Istanbul and Podgorica. Flights will be performed
three times per week on a regular basis, during
the summer tourist season in the period from 24
June to 28 October 2010.

1.3. Prices

In relation to end-2009, consumer prices in June
declined by 0.2%. Although prices of food and
non-alcoholic beverages which weight is the
highest in total consumer prices basket, increased
by 0.3%, the decline of housing prices (-6.4%) and
prices of alcoholic beverages and tobacco (-1%)
affected total decline of consumer prices (0.2%).
Annual inflation was low, amounting to 0.2% in
June, which was a consequence of “calming” of
prices of almost all products’ groups at the annual
level (except the prices of liquid fuels), as well as
slightly higher base from the previous year.

In the first half of 2010, prices of certain food
products declined: vegetables (7.4%), meat (0.9%),
milk, cheese and eggs (0.3%), while fruit prices
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increased by 24.9%, oil and grease (1.4%), sugar (5.6%), resulting in an increase of food and non-alcoholic
beverages prices by 0.3% and the share of -55.6% in total inflation. Prices of “alcoholic beverages and tobacco”
declined by 1%, as a result of the decline in alcoholic beverages prices of 2.5%. Lower prices of electricity
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(-11.3%), as well as lower prices of maintenance and repair of apartments (-3.5%) and rent (new product in the
consumer basket) by 6.5%, affected the decline of housing prices by 6.4%. The prices of clothes and footwear
declined by 0.2%, communications by 0.1%, while lower prices of audio and video devices (-6.6%) affected
the decline of culture and entertainment prices by 1.7%. In this period, prices of furniture and appliances
increased by 0.4% and catering prices by 2.3%. This affected growth of prices in the category “restaurants
and hotels” by 1.9%. Prices from the category “other goods and services” increased by 0.5%, while the prices
of education did not change over the first six months.

Graph 1.11 Annual core inflation rate amounted to 0.04% in
Total and core inflation (%) June and was 0.19 percentage points lower than
the total inflation. As of October 2009, annual
(" 60 ) core inflation rate was continuously lower than
' an — Annual CP the total inflation due to “calming” of prices
5,01 \ hi . .
Annual core inflation which make up core inflation, and on the first five
407 months, annual core inflation rate had negative
301 characteristics. Development of total and core
2,01 inflation rates can be seen in the Graph 1.11.
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? Negative inflation rate cannot be considered as positive since it may lead to recession.



Table 1.2
The share of individual categories in total inflation

Share

weights VI10/XI109 Growth rates Contribution in total

inflation
TOTAL 10000 99.8 -0.2 -0.2 100.0
Food and non-alcoholic beverages 3755 100.3 03 0.1 -55.6
Alcoholic beverages and tobacco 372 99.0 -1.0 0.0 185
Clothes and footwear 761 99.8 -0.2 0.0 6.3
Housing 1287 93.6 -6.4 -0.8 3933
Furniture and equipment 494 1004 04 0.0 -84
Health care 280 102.3 23 0.1 -31.1
Transportation 1216 103.7 37 04 -214.5
Communication 558 99.9 -0.1 0.0 23
Culture and entertainment 321 98.3 -1.7 -0.1 255
Education 218 100.0 0.0 0.0 -0.3
Restaurants and hotels 296 101.9 1.9 0.1 -264
Other goods and services 442 100.5 0.5 0.0 -9.8

Source: Monstat and CBM calculation

Box 1.3 - The contribution of individual food groups to the movement of total inflation
since the introduction of consumer prices as a measure of inflation

Although the weight for the food and non-alcoholic beverages in the total basket decreased over years,
its contribution to total inflation development is still the most significant. Almost half of contribution
to the annual inflation in March (5.5%) and June (2.8%) of 2009 came from “food and non-alcoholic
beverages” category (2.5 and 1.5 percentage points of the total rate). This was due to high prices of
meat and milk, cheese and eggs, which increased by 10.1% and 11.5%, respectively in March 2009 at
the annual level, while in June 2009, meat prices increased by 7.5%, while the prices of milk, cheese
and eggs increased by 9.7%. At the same time, these are two groups with the highest weight in the
category “food and non-alcoholic beverages”. Decrease of prices from these groups substantially
affected the decline of total inflation, whereby, lower prices of products from the group oil and grease
in this period should be noted. Fish prices, which significantly increased in 2010, did not substantially
affected the total inflation due to lower underlying weight. Due to their volatility, fruits and vegetables
prices (affected by time frame conditions, producer, oil prices and the like) substantially contribute the
movement of total ,food and non-alcoholic beverages” category. Despite apparent “calming” of food
prices in most of the countries at end-2009 and at the beginning of 2010, according to the latest OECD
— FAO Agricultural Outlook 2010 — 2019 report, the growth in agricultural prices is foreseen, ranging
from 15% to 45% in the following ten-year period. Projections take in consideration the fact that the
global food production will increase, according to the population growth. Montenegro will suffer food
prices increase, due to high dependence on import of food products. Namely, out of total export in
2009 and the first half of 2010, around 22.5% refers to food products, while almost one-fourth of food
refers to meat, milk, milk products, which largely affected prices of food products, that is, total inflation
(Graph 1).



INEEE Chief Economist Report - Second Quarter 2010

Graph 1
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In the first half of the year, oil prices where substantially higher in relation to the first half of 2009. Growing
expectations of the global economic recovery stimulated oil demand, thus forecasts become optimistic
regarding the prices growth and decline of fuel stocks. However, due attention should be paid to this recovery,
bearing in mind European state debt problem, China’s ability to prevent economy overheating as well as high
unemployment level in OECD countries. The average OPEC reference basket price amounted to USD/barrel
76 in the first six months, which is 49.9% more in relation to average price from the same period of 2009 and
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2.7% more in relation to the price from December
2009. The average “brent” priceamounted to USD/
barrel 77.3 in the first six months or 4.1% more in
relation to the price from December 2009. Brent
price amounted to USD/barrel 74.85 in June 2010,
and in relation to June 2009 it increased by 9.2%.

In June, producers’ prices of manufactured
products recorded increase of 0.7% in relation
to end-2009, whereby prices in manufacturing
industry increased by 5.8%, prices of mining
and quarrying declined by 15.1%, and the prices
of electricity, gas and water supply declined by
8.6%. At the annual level, producers’ prices of
manufactured products increased by 2.2%.



1.4. Labour market3

Real Sector Developments HENEI

Labour market recorded increase in number of unemployed persons. In April 2010, there were 33,188
unemployed persons, which, as of June 2007, represent the highest number of unemployed persons. Gradual
decline is recorded in May and June. However, number of registered unemployed persons in the first half of
the year was 13.2% higher in relation to the same period of 2009. In June, the Employment agency recorded
31,324 of unemployed persons or 15.5% more in relation to June 2009 and 3.8% more in relation to December

2009.

In order to increase total employment and
quality of labour force offer, the Employment
Agency realized adequate programmes with
unemployed persons, such as information-
motivation seminars (workshops), interviews
and employment plans. Information, motivation
and personal development programs of the
Employment Agency are crucial for increasing
the number of employed persons. Due to further
development and harmonization of these and
similar programmes, methods and approaches,
the Employment Agency conducted survey
-Research on justifiability and psychological-
educational effects of the information, motivation
and personal development programmes”.

In June, preparation phase of students for the
labour market has begun. After processing of
a large number of application forms, groups
of students in Podgorica, Bar, Bijelo Polje and
Niksic has been established for the first time in
Montenegro. They will have the opportunity to
introduce themselves with the world of business.

The  Employment  Agency  continued
implementation of measures of the active
employment  policy  programme.  This
programme comprises the following projects:
entrepreneurship ~ stimulation by financing
good business ideas, public works, seasonal
employment, courses and trainings, the project
A1 will succeed”, work with categories of persons
having difficulty to be employed and engagement
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* Data on number of employees for period April-June are not available




of disabled persons ,,Sunny workshops”. In May, the Employment Agency organized the first Employment
Fair for disabled persons in Podgorica.

According to the Employment Agency data, the unemployment rate amounted to 12.24% in June (the number
of registered unemployed persons in relation to active citizens). Another unemployment rate is published
by Monstat quarterly, according to the Labour Force Survey harmonized with Eurostat recommendations.
Development of these two rates is presented in Graph 1.15.

Wages

In the first six months, the average wage in Montenegro amounted to EUR 702 or 8.3%, in relation to the
same period of the previous year. The average wage without taxes and contributions amounted to EUR
470 or 0.9% more in relation to the same period of the previous year. The highest wages without taxes and
contributions were recorded in financial intermediations (EUR 874), while the lowest wage was recorded
again in the fishery sector (EUR 192). Growth of wages without taxes and contributions was recorded in
the agriculture, forestry and water supply (21.4%), electricity, gas and water supply (20.4%), fishery (17.1%),
mining and quarrying (12.6%), hotels and restaurants (5.8%), wholesale and retail trade (5.1%), real estates,
renting (1.4%), Transportation, warehousing and communications 0.3% and manufacturing industry 0.2%.
Other sectors recorded decline of wages without taxes and contributions, while the largest decline was
reported in public administration and social insurance (7.3%).

Table 1.3
Average wage without taxes and contributions, by sectors

Wages without taxes and contributions index
@1-VI09. @1-VI10. %
total 466 470 100.9
Agriculture, forestry and water supply 463 562 1214
Fishery 164 192 171
Mining and quarrying 570 642 1126
Manufacturing industry 445 446 100.2
Electricity, gas and water 578 696 1204
Construction 407 404 99.3
Wholesale and retail trade 273 287 105.1
Hotels and restaurants 342 362 105.8
Transportation, warehousing, communication 608 610 100.3
Financial intermediation 906 874 96.5
Real estates, renting 415 421 101.4
Public administration and social insurance 490 454 92.7
Education 428 422 98.6
Health care and social protection 471 454 96.4
Other public, social and similar services 408 397 973

Source: Monstat



Box 1.4 - Average wages by countries of former Yugoslavia, June 2010

Data on average wages in June 2010, show the difference in the incomes’ amount by individual
countries of the former Yugoslavia. In June, wages without taxes and contributions recorded only
nominal growth in relation to the same months of the previous year, whereby the lowest growth was
recorded in Bosnia and Herzegovina (0.7%), Croatia (0.8%), Montenegro (1.5%), Macedonia (1.8%) and
4.4% in Slovenia, while the largest growth was recorded in Serbia (7.5%). Observed by the average net
wage, Montenegro is in the middle of the scale, while Serbia, despite the growth, is at the bottom,
due to weakening of the dinar value in relation to euro. Regarding real development of net wages, the
highest growth was recorded in Serbia (3.7%), Slovenia (2.5%), Montenegro (1.3%) and Croatia (0.1%),
while real wages in Macedonia remained at the same level, while in Bosnia and Herzegovina recorded
decline of net wages in June 2010 in relation to the same month of the previous year.

Table 1

Wages in countries of former Yugoslavia, in Euros
(ranging by net amount)

Country Net wages Gross wages
Slovenia 966 1492
Croatia 749 1.074
Montenegro 473 706
Bosnia and Herzegovina 408 622
Macedonia 332 488
Serbia 327 455

Sources: Statistical Offices and central banks of these countries






MONETARY
DEVELOPMENTS






Developments in the II quarter of 2010

In the first six months of 2010, key balance positions such as total assets, loans, deposits and borrowings
recorded decline. Assets declined by 1.4%, loans by 2.6%, deposits by 0.9% and borrowings by 7.3%.

Total deposits in the system declined by 0.9%, in the first six months and were EUR 16.4 million lower. What
is encouraging is the fact that households’ deposits constantly increased since June 2009, as well as corporate
sector deposits. Deposits’ decline in the past six months is a consequence of the Government’s deposits decline
(23.9%). Total system deposits in the system at end-June amounted to EUR 1.808,3 million or 2.9% more than
year before.

Maturity match of deposits and loans is not very favourable, since demand deposits and deposits with maturity
up to one year made up 88.6% of total deposits, while long-term loans made up 77.3% of total granted loans.

Loans to deposits ratio is still declining due to the loans decline. At the annual level, it was 0.21 percentage
points lower and at end-June 2010 it amounted to 1.29.

Lending problem would not be that expressed if two banks did not transfer substantial part of good loan
portfolio (EUR 182 million). The level of loans in June 2010 was 4.9% in relation to end of the previous year.
One of two banks in the observed period still recorded credit growth of 1.9%, while the other recorded decline
of 10.3%. The other two systemically important banks (and one small bank) recorded decline of loans, to
which the CBM prohibited lending. Other system banks substantially increased their lending activity, which
contributed to the decline of loans, which amounted only 2.6% in the first six months.

Non-performing, past due and restructured loans increased. Non-performing loans made up 16.8%, past due
loans 24.3%, while restructured loans made up 10.8% of total loans.

Lending activity slowing down due to .cleaning” of the balance sheets of banks, which in their portfolios have
lot of non-performing assets (share of non-performing in total assets amounted to 13.9% at end-June 2010,
11.4% in December 2009, but also due to high exposure of households and corporate sector. Banks cannot
easily and simply find solvent clients for their own loan products.



Although additional capital, as well as other forms of capital (subordinated debt) is provided for certain banks,
some of them are still undercapitalized. For the first seven months of this year, 65 million of new share capital
is allocated, thus, share capital of banks increased by 19.1%.

Atend June', solvency ratio at the system level amounted to 16.5% and was higher than at end-2009 when it
amounted to 15.8% or than year before (11.9%).

Loss at the system level increased. For the first six months loss doubled (increased 2.2 times). Weak part of
the banking system is identified and it has to be fundamentally restructured.

System stability requires oversight and concrete measures for the improvement of operational risk
management, primarily credit risk, as well as oversight of balance sheet restructuring of troubled banks.

Banks’ performances are still under great pressure due to high premium risk, deterioration of the portfolio
quality and growth of loan loss provisions.

These factors affected the growth of lending interest rates. Lending effective interest rate at the system level
amounted to 9.52% or (.14 percentage points higher in relation to end-2009. Deposit effective interest rate
amounted to 3.88% in July, and was higher by 0.02 percentage points than at end-2009. This is why the interest

rate spread expanded. At end-June 2010, ,,spread™ amounted to 5.64 percentage points. Spread growth is a
consequence of negative financial result at the system level.

Favourable loans will be available when economic environment improves and balance sheet of companies
“cleans”, and when private consumption starts to increase, and this, as a rule, happens at the end of the
€CONOMic recovery.

2.1. Banks’ liquidity

Since January 2009, the Decision on minimum liquidity standards® has been in force. It prescribes the
obligation of banks for maintenance of minimum liquidity ratios’ at daily (0.9%) and ten-day base (1.0%).

Over the first two quarters of 2010, daily and ten-day liquidity ratio for the total banking system was above
the prescribed minimum. Liquidity ratio amounted to 2.21, and it substantially improved in relation to the
previous year (1.93), and more substantially in relation to the same month of the previous year (1.42) (Table
2.1). Observed by banks, over the first six months of 2010, all banks recorded daily and ten-day liquidity
ratios above the prescribed minimum.

* Quarterly data are available.
> Spread is calculated as the difference between weighted average lending and deposit interest rate at the system level.
& “0GM”, 60/08

7 Liquid assets/matured liabilities for loans and borrowings ratio



Monetary Developments HIEEEII il 31
Table 2.1
Liquid assets and matured liabilities of banks (EUR 000) and the aggregate liquidity indicator
2010.
Description/period
31.01. 28.02. 31.03. 30.04. 31.05. 30.06.
Liquid banks’ assets 395.298 393.452 409.634 419.387 469.437 507.943
Matured fiabilities for foans and 211.201 | 207.879 | 209.752 | 210211 | 225931 | 230.138
borrowings
Surplus/deficit (I-11) 184.097 185.573 199.882 209.176 243.506 277.805
Liquidity indicators (I/II) 1,87 1,89 1,95 2,00 2,08 2,21
Source: Daily banks'reports
Graph 2.1
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8 Inaccordance with the new Decision on liquidity risk management, liquid assets include cash and deposits with depository in-

stitutions declined by 50% of allocated reserve requirement.




Table 2.2
Selected banks’liquidity indicators, period-end

o . 2009. 2010.
Description/period
Vi Xl VI
Loans/deposits 1,50 1,31 1,29
Liquid assets/Total assets (in %) 11,7 15,3 16,6

2.2. Aggregate balance sheet of banks

At the end of the second quarter of 2010, total banks’ assets was 2.2% higher in relation to the previous
quarter, while in relation to the previous year it was 1.4% or EUR 43.3 million lower. At the end of the second
quarter, total banks’ assets amounted to EUR 2.981,9 million. In relation to December 2009, assets of eight
banks increased, while in three banks they were lower. Non-performing assets were increasing; from 11.4%
atend-2009 to 13.9% at end-June 2010 (share in total banking system assets).

Table 2.3
Banks'assets, changes

| ()

End Q2 %8
2010 22010 Q22010 Q22010
Q22009 Q42009 Q12010

1. Cash and deposits with depository institutions 559,279 221 58 26.3
2.Loans 2,334,300 -0.9 -2.6 -114

Loan loss provisions -176,092 10.0 17.2 19.0

Net loans 2,158,209 -1.7 -4.0 -132
Financial derivatives 8 -724 -83.3 -96.2
Securities 64,409 0.8 1.2 26.1
Other assets 200,153 -0.1 76 29.1
Factoring and forfeiting 5,370 -0.7 -14 -435
Custody operations 23 9.5 21.1 2833
Loan loss provisions for other asset items -5,490 -183 -9.8 03
TOTAL ASSETS 2,981,961 2.2 -14 -5.0
1. Deposits 1,808,308 23 -0.9 29

1.1 Demand deposits 692,304 73 3.7 42

1.2 Time deposits 1,116,005 -0.6 -3.5 2.1
2. Custody operations 348 -304 -68.3 -59.5
3.Borrowings 680,854 -26 -73 -29.9
4. Financial derivatives 775 -20.8 -15.6 -384
5. Other liabilities 150,900 44 144 9.9
6. Total capital 340,776 12.0 2.7 256

6.1 Capital and reserves 388,390 17.7 9.9 30.7

6.2 Profit/Loss (+,-) from the current year 47,614 84.6 120.8 836

TOTAL ASSETS 2,981,961 2.2 -14 -5.0




Decline in banks’ assets mostly affected the decline of loans and provisions for other asset items. For the first
six months of this year loans declined by EUR 63.4 million or 2.6%. Provisions for other asset items were 9.8%
lower. All other asset positions in the reference period increased. Other assets increased by 7.6% (EUR (14.2
million), securities by 1.2%, while loan loss provisions increased by 17.2%.

In relation to the previous quarter the following asset items increased: cash and deposits with depository
institutions by 26.3%, loan loss provisions by 19%, securities by 26.1%, other assets by 29.1%, other asset
items provisions by 0.3%, while custody operations tripled. In relation to the previous quarter, loans declined
by 11.4%, which affected the decline of total banks’ assets by 5%. Factoring and forfeiting and financial
derivatives positions declined, but their share in total assets was not large.

In the second quarter of this year, in banks’ balance sheet liabilities the following positions increased in
relation to the previous quarter: deposits (2.9%), other liabilities (9.9%), while total capital increased by
25.6%. However, loss almost doubled (growth of 83.6%). Borrowings declined by 29.9%, as well as financial
derivatives and custody operations.

Observed annually, deposits increased by 2.9%, total capital by 2.7%, borrowings decreased by 7.3%, other
liabilities increased by 14.4%, but loss at the system level almost doubled.

Observed by banks, at the end of the second quarter (in relation to the end of the first quarter of 2010), eight
banks recoded increase in assets ranging from 2.2% to 12.3%, while three banks recorded decline from 2.1%
t0 6.4%.

ROA amounted to -3.21% at the end of the QII 2010. It deteriorated in relation to end-2009 when it amounted
to -0.70%, while ROE amounted to -3.66% recording deterioration in relation to end-2009 when it amounted
to -0.78%. Earning assets made up 79.4% of total assets (81.9% at end-2009).

Pass assets (A) made up 48.4% (47.4% at end-2009), while non-performing assets (C, D, E) made up 13.9% of
total assets, that is 78.4% of capital increased by loan loss provisions at end-June 2010.

2.2.1. Structure of balance sheet of banks

At the end of the second quarter of 2010, the structure of balance sheet of banks changed in relation to end-
2009 and in relation to the end of the first quarter of 2010. The share of loans in total assets in relation to the
previous quarter declined by 2.5 percentage points, other assets by 0.2 percentage points, while the share of
cash and deposits with depository institutions increased by 3.1 percentage points. The share of securities in
the asset structure in relation to the previous quarter of this year remained unchanged.

In relation to the previous quarter, the share of total capital increased by 1 percentage points and other
liabilities by 0.1 percentage points (Table 2.4).



Table 2.4

Change in structure of the banks’balance sheet, Q2 2010, in %

Difference, Difference,
percentage percentage
Q42009 Q12010. Q22010. points points
Q2/Q1 Q2 2010.
2010 Q4 2009.
ASSETS
1. Cash and deposits with depository institutions 17.5 15.7 18.8 3.1 13
2. Loans (gross) 79.3 80.8 783 -2.5 -1
3. Securities 2.1 2.2 2.2 0 0.1
4. Other assets 6.3 7.1 6.9 -0.2 06
5. Provisions -5.2 -5.7 -6.1 04 09
6. TOTAL ASSETS 100 100 100
LIABILITIES
1. Deposits 60.3 60.6 60.6 0 03
2. Borrowings 243 24.0 22.8 -1.2 -1.5
3. Other liabilities 44 50 5.1 0.1 0.7
4.Total liabilities 11 104 1.4 1.0 04
5.TOTAL LIABILITIES 100 100 100

2.2.2. Concentration indicators

Atend-June 2010, concentration indicators of the Montenegrin banking system declined in relation to assets,

loans and deposits.

Measured by assets at the end of Q2 2010, Herfindahl-Hirschman (HH) Index amounted to 1.524 points or
55 percentage points lower in relation to the end of the previous quarter and 112 points lower in relation to
end-2009 (Table 2.5). Measured by loans, HH index amounted to 1.591 and was 64 points lower in relation to
the end of the first quarter and 108 points in relation to the end of the previous quarter. In relation to deposits,
this index declined amounting to 1.876 points or 113 lower in relation to the first quarter and 67 points in

relation to end-2009.

Table 2.5
HH concentration index, periods-end

HH index 2004 2005 2006 2007 2008 2009 Q12010 Q22010
According to assets 1.641 2.296 2.042 1918 1.911 1.636 1579 1.524
According to deposits 1.991 2.898 2.350 2.298 2465 1.943 1.989 1.876
According to loans 1.699 2336 2.126 1917 1.959 1.699 1.655 1.591

Concentration of the Montenegrin banking system is decreasing in this quarter, thus, according to HH
indices; it is moderately concentrated to assets and deposits. However, according to deposits, it still expresses

high concentration (over 1 800 points).



In relation to the second quarter of the previous year, concentration of three large banks (,C3") declined in
relation to all three categories - assets, loans and deposits. In addition, concentration ratio of five largest banks
,C5” is decreasing at the annual level.

According to the HH index value, the highest concentration at the end of the second quarter of 2010 was
recorded with deposits. Three largest banks have 68.3% of total deposits, while 5 largest banks have 82.2% of
total deposits.

Table 2.6
Concentration indices C3 and C5

CR3 CR5
Q22010 Q2 2009 Q22010 Q2 2009
According to assets 60.2% 63.9% 79.0% 83.5%
According to loans 61.5% 64.9% 81.1% 86.2%
According to deposits 68.3% 73.1% 82.2% 85.6%

2.2.3. Lending activity of banks

Risk level of loan portfolio in banks, poor solvency of potential clients and high prices of funds’ sources which
increase the price of investments have limiting effect on lending activity of banks in the previous period.

At the annual level, 11.4% les loans were granted, while the decline of loan activities in the previous quarter
amounted to 0.9%. Observed in nominal amounts, banks granted EUR 299.5 million or EUR 21.6 funds less
at the annual and quarterly level, respectively. Absence of lending activities of systemically important banks
represented key problem related to the decline of lending activity in the previous period. Rest of the banking
system — seven banks — recorded credit growth in the previous period.

Loans to the corporate sector and households made up 94.7% of total loans at the end of QIT 2010. Some 0.02%
and 1.7% respectively was granted to the corporate and household sectors in relation to the end of the previous
quarter. Some 35% less loans was granted to financial institutions (EUR -3.8 million), and to the General
Government 12.4% les loans in the

second quarter (EUR 7.9 million). Table 2.7

Loans’ growth, %

Observed annually, the decline of loans
granted was recorded in: financial Q2 2010. 22010.
institutions, corporate sector and SRR R

. . Financial institutions -35,0 -58,6
households, while they increased for c 000 0
orporate sector -V, -4,

the General Government (Table 2.7). B
Households -1,7 93

. General Government (Government, )

Lending problem would not be that  rynicipalities, funds) 124 183
expressed if two banks did not transfer ~ other 103 148

substantial part of good loan portfolio  Total 09 14




(EUR 182 million). Otherwise, level of loans in June 2010 would be 4.9% higher in relation to end of the previous

year.

Table 2.8
Maturity structure of total loans, %

X1l 2008. XI12009. Q1 2010. Q2 2010.
To 3 months 9,1 84 8,1 7,5
From 3 months to 1 year 18,7 16,9 15,2 15,2
From 1 to 3 years 214 23,0 229 214
Over three years 509 51,8 539 55,9
Total 100 100 100,0 100,0

In the maturity structure of total loans, at the end of the second quarter of 2010, long-term loans were
dominating (77.3%) which represents an increase in relation to the end of the previous quarter (76.8%) (Table

2.9).

Observed by activities, the largest loan beneficiaries were: households (37.8%), trade (21.7%), and category
“other” (10.5%), services, tourism and catering (8.3%), construction (7.9%) and real estates trade (3.8%).
The rest of loans granted (10.0%) referred to: transportation, warehousing, telecommunications, finances,
administration and other public services, mining, energy, agriculture, hunting and fishing (Table 2.9).

Table 2.9

Loans'structure by industries, as of 30 June 2010

Agriculture, hunting, fishing, etc.
Mining

Energy

Construction

Trade

Services, tourism, catering

Transportation, warehousing,
telecommunication

Finances

Real estates trade

Administration, other public services
Households

Other

Total:

0.5
1.6
0.6
7.9
21.7
83

30

38
26
378
105
100.0

The dominant share and maturity structure of
loans granted to the services sector point to the
need of structural adjustments of Montenegrin
economy, aiming to provide sustainable short-
term and log-term development.

Observed by purpose, most of loans were granted
for: construction and repair of buildings (19.0%),
purchase of fixed assets (17.6%), liquidity (17.2%),
housing loans (15.3%), cash earmarked loans
(13.7%) and category “other” (10.3%). At the
annual level, the share of liquidity loans, cash
loans, “overdraft” loans and loans from the
category “other” substantially declined, while
share of loans for purchase of fixed assets,
construction and repair of buildings and housing
loans increased.



Table 2.10
Loans'structure by purpose, QI 2010

Loans’structure by purpose, % Q2 2009 Q12010 Q22010
Liquidity (current assets) 264 189 17.2
Construction and repair of buildings 134 176 19.0
Refinancing of liabilities to other banks 0.1 03 04
Purchase of vehicles 06 05 0.5
Purchase of securities 0.1 0.2 0.1
Purchase of fixed assets 12.0 16.7 17.6
Preparation of tourist season 1.1 0.8 038
Consumer loans 1.9 1.5 1.5
Cash (non-earmarked) 154 14.0 13.7
Housing loans 12.7 15.2 15.3
Credit cards 1.6 1.8 1.8
Overdraft 2.1 1.9 1.8
Other 12.5 10.6 10.3
TOTAL: 100.0 100.0 100.0

In the currency structure of total loans, foreign currency loans made up 3.9%. Bearing in mind that FX
deposits made up 3.2% of total loans and FX borrowings to banks accounted for 17.1% of total borrowings, FX
risk of Montenegrin banks is not high.

In the previous quarter, the share of non-performing in total loans increased, while the share of past due
loans declined. Non-performing loans (C, D, E) made up 16.8% of total loans while the share of past due loans
amounted to 24.3%. In relation to the previous quarter, loan loss provisions increased and made up 7.5% of
total loans granted (Table 2.11). Restructured loans also increased and at end-June amounted to 10.9% of total
loans.

Table 2.11
Basic indicators of lending activities of banks, %, end-quarter

Description/period Q2 2009. Q1 2010. Q2 2010.
Non-performing loans (C, D, E) / Total loans 7.2 14,9 16,8
Past due loans / Total loans 11,50 31,2 243
Loan loss provisions/ Total loans. -4,0 -6,8 -7,5
Restructured loans / Total loans - 9,7 10,9

Compared to non-performing loans in the Serbian banking system made up 17.5% of total loans at the end
of the second quarter of 2010 and they recorded increase in relation to the end of the previous year. In the
banking system of Bosnia and Herzegovina, non-performingloans has been increasing since end-2007. At the
end of the second quarter, non-performing loans made up 8.7% of total loans. The share of non-performing
loans in the Macedonian banking system amounted to 8.6%.
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2.2.4. Deposits

In the second quarter, total deposits increased by
EUR 40.5 million or 2.3%. At the annual level,
deposits increased by 2.9% or EUR 51.2 million.
Households and corporate sector deposits made
up 774% of total deposits. Households savings
has been recording constant mild growth since
June 2009 (except in January 2010), which was a
positive sign. The positive is the fact that corporate
sector deposits increased in second quarter.

Observed by sectors, in relation to the previous
quarter, deposits of all sectors, except the
General Government, increased. At the annual
level, corporate sector and households™ deposits
recorded growth, while deposits of financial
institutions, General Government and other
deposits declined (Table 2.12).

Table 2.12
Deposits’ growth, %

Q22010. Q22010 Q22010.
Q12010. Q42009. Q2 2009.

Financial institutions 0.0 1.7 -23.6
Corporate sector 94 4.2 206
Households 22 29 15.7
General Government

(Government, -17.1 -239 -24.0
municipalities, funds)

Other 14 -216 -38.1
Total 23 -09 29

In the deposit structure, observed by sectors,
ie. industries, the largest part of deposits
referred to households™ deposit (48.0%) which
is not favourable observing from the aspect
of banks’ exposure to individual sectors. In
addition, substantial part of deposits is in the
finances sectors (13.7%), category “other” (8.3%),
administration and other public services (4.5%),
transportation, warehousing and post and
telecommunications (6.7%), trade 5.8%, energy
59% and tourism (services, tourism, catering
- 2.9%). In relation to the previous year-end, in
the deposits’ structure, the share of deposits of



the households sector, finances, energy, real estates trade and category “other” increased, while other sectors
recorded decline.

Observed from the quality of funds’ sources aspect, maturity structure of deposits of particular importance,
and it was not very favourable in the first quarter. At the end of the second quarter of 2010, short-term deposits
(with maturity up to 1 year) are dominant in the maturity structure of total deposits (88.5%). Deposits with
maturity up to 3 months and from 3 months to 1 year made up 81.3% of time deposits, which represents
almost the same maturity structure as at the end of the first quarter (Graph 2.5).

2.2.5. Foreign assets and liabilities of banks

Foreign banks’ assets’ amounted to EUR 408.2 million at end-June 2010 which is by 24.5% more in relation
to end-2009 or 35.9% more if compared to end-June 2009. At the end of the observed period, structure of
foreign banks assets was dominated by foreign banks’ deposits (66.9%), cash in vaults (21.5%) and loans to
non-residents (11.6%) (Table 2.13).

Table 2.13
Foreign banks’assets, period-end, in EUR 000 000

12009  VI2009 1X2009 XI2009 12010 VI2010
Foreign assets, total 2654 300,3 3755 3278 2924 408,2

Deposits 1728 179,6 2274 230,6 186,9 2731
Cash (Euros and other foreign

. 45,9 754 104,9 57,3 62,6 879
currencies)
Loans 46,7 45,2 43,1 39,9 429 472
Securities, without shares 0 0 0 0 0 0

Foreign banks’ liabilities"” amounted to EUR 971.4 million at the end of the second quarter of 2010, and
recorded decline of 6.6% in relation to end-2009, and in relation to the same month of 2009 it was by 27.1%
lower. Foreign borrowings (66.3%) and foreign deposits (33.2%) were dominant in the structure of foreign

liabilities, while liabilities on issued debt securities made insignificant part of foreign liabilities (0.5%) (Table
2.14).

Table 2.14
Foreign banks’ liabilities, period-end, in EUR 000 000

12009  VI2009 1X2009 XI12009 112010  VI2010

Foreign liabilities, total 1.353,5 1.332,7 1.1431 1.039,6 984,5 9714
Loans 9209 912,0 824,0 695,6 660,8 644,1
Deposits 4279 416,1 314,5 3394 3191 3227
Securities, without shares 46 46 46 4.6 4.6 46

% (laims to non-resident

10 Banks liabilities to non-residents.
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Foreign liabilities were constantly lower than
foreign banks™ assets. Such trend was mostly
affected by foreign borrowings. The difference
between liabilities and assets ranged from EUR
711.8 million to EUR 1,114.2 million during the
previous year, while in the first half of 2010 it
substantially declined ranging from EUR 563.3
million to EUR 701.2 million, whereby the lowest
amount was recorded in June 2010 (Graph 2.6).

Banks’borrowings from non-residents amounted
to EUR 644.1 million at end-June 2010 or by
74% lower in relation to end-2009 and by 29.4%
lower than at the end of the same period from the
previous year. All banks used foreign borrowings,
and the largest part referred to borrowings from
Hypo Alpe Adria Bank, Societe Generale Bank,
KfW and EFSE (Graph 2.7).

In the maturity structure of foreign borrowings,
the dominant share of 97.1% was recorded by
long-term  borrowings. Currency structure
of borrowings shows that banks were mostly
indebted in Euros (82.9%).

At the end of the second quarter of 2010, foreign
liabilities to total assets and liabilities ratio of
banks shows that 32.6% of banks’ assets was
financed by non-residents. This ratio substantially
declined in relation to the same period of the
previous year when it amounted to 42.5%.
Foreign assets to total assets and liabilities of
banks ratio amounted to 13.7%, and it increased
in relation to the same month of the previous year
by 4.1 percentage points (Graph 2.8).

2.2.6. Households' sector

Households’ loans declined in the second quarter
of 2010. Average monthly decline of loans
amounted to 0.6%, which represents “decrease”
in relation to the previous year when the average
monthly decline amounted to 1%.



At the annual level, loans granted to households declined by 9.3% or EUR 82 million. In relation to the end of
the previous year they were 3.7% or EUR 34.1 million lower amounting to EUR 885.2 million.

In the structure of previously granted loans, mostly long-term ones (86.1% of total loans granted to the
households sector, dominated by loans with maturity over 3 years) the highest share was recorded by
earmarked loans, mostly housing and loans for repair of buildings and business premises (83.7%). Mortgage
loans also reported substantial share of 17.2% of total loans.

Table 2.15
Households sector loans as of 30 June 2010

Type of loan %
Cash - earmarked 346
Earmarked 47.7
Mortgage loans 17.2
Lease operations 04
TOTAL 100.0
Table 2.16
Structure of earmarked loans granted to households as of 30 June 2010
Earmarked %
Purchase of vehicles 1.1
Housing loans 67.9
Repair of buildings or business premises 15.8
Purchase of consumer goods 6.5
Other 8.7

At the end of the second quarter, households’
sector deposits were EUR 24.4 million or 2.9%
higher in relation to end-2009, while at the
annual level they recorded growth of EUR 118
million or 15.7%, which is particularly important
for regaining thrust in the banking system.

At the quarter-end, maturity structure of
households™ deposits was not favourable despite
very stimulating interest rates on savings. Short-
term deposits (up to 1 year) made up 86.9% of total
households deposits, while the remaining part
(13.1%) referred to long-term deposits dominated
by deposits with maturity up to three years.

Graph 2.9

Households deposits, EUR million (left scale) and monthly growth,
% (right scale), EUR million
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As per region countries, at the end of the second quarter of 2010, the highest level of savings, observed as the
share of households deposits in total deposits, was recorded in FYR Macedonia, slightly lower in Serbia and
Croatia, and the lowest in Montenegro and Bosnia and Herzegovina.
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Net households debt, in EUR 000
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"' Population in Montenegro in 2010 amounted to 642,300.

At the end of the second quarter, number of
natural person having loans with domestic banks
amounted to 111,780 (1,914 clients less than at the
end of the first quarter). Measured by households
indebtedness at the end of QII 2010 and the
number of indebted citizens (banks’ clients) ratio,
the average houscholds indebtedness amounted
to EUR 7,919 while “per capita” debt amounted
to EUR 3,634" (total loans to Montenegrin
population ratio). Debt per client increased in
relation to the previous year-end by EUR 65 while
“per capita” debt declined by EUR 99.

In the second quarter, net households debt
declined by 77.6% or EUR 58.5 million in relation
to end-2009, while problems regarding the
enforcement of claims in this category of debtors
are still expressed, but lower in relation with the
first quarter, and they amounted to 17.0% of total
households loans at end-June 2010 (including
credit cards debt).

Loans to deposits ratio for the household sector
amounted to 1.02 at end of QI which represents
more favourable ratio than at end-2009 when it
amounted to 1.09. Households’ Loans to deposits
ratio has been recording improvement since
May 2009, which affected decline of net debt of
households which at the end of QII it amounted
EUR 16.9 million.

2.2.7. Corporate Sector

Numerous problems related to enforcement of
claims, de-valorised collaterals and other asset
items as well as lack of good demands for loans
and poor clients solvency, contributed to low
lending activity of banks in the previous quarter,
in particular in the corporate sector. Exceeded
lending activities and poor risk management with
all, and particularly with banks which market
share is substantial, in the period of the economic
boom deteriorated and slowed down credit growth.



Solvency of most banks declined, especially solvency of corporate sector.

Atend-June 2010, Central register of account recorded 52,183 accounts of legal and natural persons or 1,997
accounts more in relation to end 2009. Up of total number of registered accounts, 25.3% or 13,195 accounts
were frozen. In relation to end-2009, the number of frozen accounts increased by 941 (328 frozen accounts
more than at the end of QI). In the observed period, total debt at frozen accounts increased. At end of QII,
debt amounted EUR 210.6 million, 18.9% or EUR 33.4 million more in comparison with end-2009. Thus, the
banks became more prudent when granting new loans to entrepreneurs.

Net corporate debt declined by EUR 45.8 million ~ Graph 2.13
or 5.5% in the past quarter. The decline of debt  Deposits, loans and net corporate debt, in EUR 000
resulted from deposits’ increase in this sector by

14% (Graph 2.13). t
2,000,000 Corporate deposits = Corporate loans = Net corporate deht

Loans to deposits ratio in the corporate sector 1,500,000
amounted to 2.49 which represent improvement 1,000,000
in relation to the previous quarter when it 500,000
amounted to 2.73. 0
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Maturity structure of the corporate sector debt at
end-2009 showed dominant share of long-term 1000000 D008 2009 5010
loans (71.7%), particularly loans with maturity 1500000
over 3 years (47.8%). N

Unlike the maturity structure of corporate sector loans, maturity structure of deposits in this sector showed
dominant share of short-term deposits (maturity up to 1 year), in which demand deposits (48.2%) are
dominant. Within corporate sector deposits with maturity longer than 1 year, higher share was reported by
deposits with maturity from 1 to 3 years (32.5%).

2.2.8. Banks’ Capital

At the end of QIT 2010, banks’ capital was 12% higher in relation to the end of QI. Capital increased with 5
banks while six banks reported lower capital in relation to QI (significant decline with one large and one small

bank).

Solvency ratio of the banking system was above the prescribed minimum and was substantially higher than
atend of QI and end-20009.

Return on average equities at end of QIT amounted to -31.6% and it deteriorated in relation to end-2009 when
it amounted to -7.98%, but it improved in relation to QI when it amounted to -34.4%. This data is concerning
and it primarily refers to two banks which had substantial capital increase at end-2009 and one bank which
market share is low. Negative return on equities points mostly to the fact that management suffered losses
and capital invested in these banks does not bring expected profit to its shareholders. This data is particularly
important for the systemic risk if it concerns banks with majority foreign capital.



Table 2.17
Return on average equities by countries*

oy ROE as of 30 June
2010
Croatia*® 6,7%
Serbia 6,6%
Bosnia and Herzegovina -2,9%
FYR Macedonia 3,2%
Montenegro -31,6%

Croatia — after taxation (data for March 2010);
Serbia — before taxation;
Last available data

Although most of banks substantially increased
capital in 2009 and 2010, Montenegrin banks
have lower level of capital than other banks
from the region. If they managed operational
risks better during the expansion period, banks
would have had less provisions, which, along with
facilities for decreasing criteria related to their
allocation, enacted by CBM in 2009, would have
more available assets, which would improve their
financial result, while the need for capital would
have been lower. Thus, substantial amount of
“new” capital was swallowed by losses.

Capitalization index in relation to assets as well as to loans is the lowest in the region. For example, in relation
to loans, capitalization index was almost two times lower in relation to other region countries. (Tables 2.18
and 2.19). Although solvency ratio of all banks in the system was above the prescribed minimum, due to
potential risks related to enforcement of matured claims, it is necessary to improve capital base.

Table 2.18
Total capital to banks'assets ratio, %

Country/Period 2007. XII 2008. XII 2009. XII 2010.Ql 2010.Q2
Montenegro 8,0 8,4 11,0 10,4 11,4
Serbia 20,8 23,0 19,7 19,8 19,7
Croatia 12,6 13,5 13,9 14,4 14,1
FYR Macedonia 17,0 17,5 17,3 17.3 16,5
Bosnia and Herzegovina 13,0 14,3 15,3 15,3 15,5

Table 2.19

Total capital to loans ratio, %

Country/Period 2007. XII 2008. XII 2009. XII 2010.Ql 2010.Q2
Montenegro 10,6 10,0 13,9 12,9 14,6
Serbia 43,7 40,8 328 344 29,7
Croatia 20,0 20,3 21,1 21,2 20,7
FYR Macedonia 329 28,2 28,8 29,7 294

Bosnia and Herzegovina 21,1

20,6 224 22,5 229




Solvency ratio at the aggregate level amounted to
16.5%'* and was higher in relation to the value
recorded at end-2009 (15.75%) and above 10%,
prescribed by the Banking Law.

At end-June 2010, foreign capital dominated
in the structure of total capital of Montenegrin
banks (81.98%). Domestic private capital made
up 15.58% of total capital while the state’s share
made up 2.44%.

Monetary Developments HIIENI

Table 2.20
Capital adequacy ratio by countries, Qll 2010

Country

Solvency ratio

Croatia
Serbia

FYR Macedonia

Montenegro

19,0%
20,7
16,5
16,5

*Data as of 31 March 2010

At end of QIT 2010, loss at the banking system level amounted to EUR 47.6 million and was by EUR 21.8
million (84.6%) higher than at the end of QL. Largest part of loss referred to two banks.

2.3. Lending interest rates

Regardless of a decline in the reference interest rates in QII (six-month EURIBOR and three-month LIBOR)
which the Montenegrin banks use in the creation of their variable interest rates, this did not affect a decline
in the lending interest rates primarily because the availability of funding sources was limited and the risk

premium was high.

In relation to QI 2010, weighted average lending
interest rates recorded a 0.06 percentage points
increase and amounted to 9.52% at end-QII
2010. At the annual level WALEIR rose by 0.22
percentage points (Graph 2.14).

In relation to end-QI, growth of nominal interest
rates was recorded in three sectors: private (0.05
percentage points), state (0.18 percentage points)
and foreign (0.31 percentage points). Observed
year-on-year, only interest rates on loans granted
to foreign sector declined by 0.21 percentage
points. At end-QII, the respective  WALEIR
amounted to 9.57%, 9.08% and 7.96%.

Graph 2.14
Annual lending interest rates, in %
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2 Calculation of solvency ratio was performed in accordance with the new Decision on Capital Adequacy, thus, data is not fully

comparable with the previous year.
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Graph 2.15
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Interest rates on loans to natural
persons remained the same, while
those on loans to legal persons
increased in relation to the previous
quarter. WALEIR on natural persons’
loans amounted to 10.51%, while
WALEIR on loans to legal persons
amounted to 8.90% and rose by 0.12
percentage points (Graph 2.16). At
the annual level, household loans
were .11 percentage points lower,
whereas loans to legal persons were
more expensive, with an interest rate
increase of 0.27 percentage points,
probably due to higher risks.

Observed by industries, the following
recorded annual declines in lending
interest rates:  production and
transportation, while other industries
recorded the increase (Table 2.21).

Inrelation to QI, observed by maturity
(Graph 2.17), short-term interest
increased by 0.42 percentage points
in QII amounting to 11.35%. At end
QIL interest rates on short-term loans
were substantially higher than those
on long-term loans (1.96 percentage
points). Interest rates on long-term
loans were 0.06 percentage points
higher in relation to Q1 amounting to
9.39% at the end of the QL.
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Table 2.21
WALIR on loans to legal persons, by industries, annual level, in %

2008 2009 2010
Industry Rate
Xl 1] Vi IX Xl 1] Vi
Nom: 6,92 7,11 6,05 5,94 6,98 6,77 6.84
1. Agriculture, Hunting, Fishing
Eff: 7,70 7,65 6,62 6,63 6,47 7,21 7.24
Nom: 7,77 791 8,38 8,89 9,13 9,32 9.34
2. Mining
Eff: 8,26 9,50 9,07 9,88 9,77 9,67 9.63
. Nom: 8,22 8,33 8,18 8,17 8,25 8,18 7.99
3. Production
Eff: 8,72 8,67 8,64 8,79 8,69 8,56 8.58
Nom: 7,49 7,54 8,32 8,57 8,69 8,87 8.95
4. Energy
Eff: 8,36 8,36 9,15 9,31 9,48 9,71 9.68
Nom: 8,17 8,13 8,39 8,49 8,74 8,77 8.89
5. Construction
Eff: 8,46 8,26 8,86 8,73 8,97 9,00 9.21
Nom: 7,96 8,26 8,25 8,29 8,70 8,64 88
6.Trade
Eff: 8,34 8,76 8,88 8,91 9,25 9,19 9.35
. . . Nom: 8,12 7,75 7,69 7,70 7,73 7,79 7.96
7. Services, tourism, catering
Eff: 8,55 8,31 8,33 841 8,17 8,26 8.46
8. Transport, Storage and Nom: 8,34 8,25 8,28 8,37 8,29 8,26 84
Communications Eff: 8,84 8,63 8,86 8,83 8,63 8,62 883
. Nom: 8,23 8,00 781 791 7,78 7,75 8.07
9. Finances
Eff: 8,60 8,24 8,78 7,98 8,20 8,38 8.83
Nom: 8,23 7,77 7,33 747 7,48 7,73 7.66
10. Real estates trade
Eff: 8,67 8,09 8,12 8,21 7,84 8,27 8.24
11. Administration And other Nom: 841 8,35 8,25 837 8,59 8,61 838
public services Eff: 1123 866 880 930 901 924 941
Nom: 7,36 8,01 7,38 6,80 6,25 6,74 763
12. Other
Eff: 7,28 7,84 7,71 6,98 6,61 7,50 797
2.4. Deposit interest rates Graph2.18

WADEIR, end-month, %

In QI 2010, upward trend of interest rates -

savings, initiated in September 2009 stopped. At 45

end-June WADEIR amounted to 3.88% and was

0.10 percentage points lower than at end-Ql, but 40

higher than year before (Graph 2.18). 35

The interest rate spread (difference between 30

lending and deposit effective interest rates) )c

amounted to 5.64 percentage points at end-June

2010' Shown as the d}fference between }nterest 20 \J|'n'\||'|v'v'V|'vu'vui\x' X a5l e v
income/average earning assets and interest 007 2008 2009 2010

expenses/average interest-bearing liabilities, the — \_
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Graph 2.19 interest rate spread amounted to 3.81 percentage
Graph 2.19 — Interest rate spread* points. Due to the lower creditworthiness of
clients, both legal and natural persons, the
e Spred] WSped | ) interest rate spread remained high.
6.50 00
2;282 >4 558 2.1 248 564 The WADEIR on natural persons  deposits
2:(5)8: amounted to 447% (0.07 percentage points less
ggg 336|356 372 1873 358 13381 than at end-QI), while it amounted to 3.44% on
300 legal persons’ deposits (0.13 percentage point less
%88 than in QI).
1.50
(1)28 The interest rate spread for natural persons
0.00 nlow oK ] o ] amounted to 6.04 percentage points and that
2009 2010 of legal persons amounted to 5.56 percentage
L ) points, recording respective growths of 0.05 and

0.26 percentage points in relation to QL.

* Spread | - difference between the weighted average lending and deposit

interest rate at the banking system level;
Spread Il - difference between income from interests/ average earning

Observed by maturity at end-QII 2010, WADEIR

assets and expenditures from interest/ average interest-bearing liabilities was as follows: 0.86% on demand deposits, 5.06%

on deposits with the maturity up to 3 months;

6.09% on deposits with the maturity from 3
months to 1 year, 6.08% on deposits with the maturity from 1 to 3 years, 4.5% on deposits with the maturity
from 3 to 5 years and 5.60% on deposits maturing over 5 years.

2.5. Banks’ Reserve Requirement

In QII 2010, there were no changes in calculation and allocation of reserve requirement. Base for reserve
requirement calculation is made of demand and time deposits, while reserve requirement rate amounted to
10%, while the rate by which the CBM pays interest on 25% of total allocated reserve requirement is 1% at the
annual level. Banks have opportunity to hold 25% of reserve requirement in T-bills issued by Montenegro.

As of 30 June 2010, allocated reserve requirement amounted to EUR 162.9 million or 5.7% less in relation
to end-2009 or 9.7% less in relation to June 2009. Out of the total amount of reserve requirement at end-QII
2010, 63.8% was allocated at the accounts in the country, 22.5% in the form of T-bills and 13.7% at the CBM
accounts held abroad (Table 2.22).

Table 2.22
Reserve requirement structure, March 2008 — June 2010, %

o . 2008. 20009. 2010.
Description/period
1] Vi IX Xl 1] Vi IX Xl 1] Vi
Reserve requirement account in the country 157 196 472 60 505 556 562 659 668 638
T-bills 158 163 17,8 222 226 225

CBM reserve requirement accounts held abroad 84,3 804 528 40 337 28,1 26 11,9 106 13,7
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In QI1 2010, banks used the opportunity to hold a part of their reserve requirements in a form of T-bills, thus,
the reserve requirement structure shows no significant changes in relation to end-2009.

In the first half of 2010, banks did not use reserve requirement for liquidity improvement and at end-June
they had prescribed allocated level of reserve requirement.

The share of allocated reserve requirement in banks’ total deposits amounted to 9.01% at end-June 2010
(Table 2.23).

Table 2.23
Reserve requirement/ total deposits and banks’ borrowings ratio, %

o , 2009. 2010.
Description/period
1] Vi IX Xl 1] Vi
Allocated reserve requirement 202,2 1804 168,2 1728 165,8 1629
Total deposits 1.761,30 1.757,10 190020 1.825,70 1.777,80 1.808,30
Total borrowings 990,5 9713 8744 735 698,8 680,9
Reserve requirement/total deposits 11,5 10,3 89 9,5 93 9,01
Reserve requirement(total deposits and 73 66 61 67 67 6,5%

borrowings)

Table 2.24 shows the reserve requirement/total deposits ratio and reserve requirement/assets ratio of banks
in Montenegro and in the region.

Table 2.24
Reserve requirement/ total deposits and banks’ borrowings ratio, June 2010, %

Description/period Reserve requirement/ deposits ~ Reserve requirement/assets
Bosnia and Herzegovina 24,3% 14,5%
Montenegro 9,01% 55%
Croatia 10,4% 7,0%
FYR Macedonia 13,7% 8,4%
Serbia 7.0% 3,3%

2.6. Micro Credit Financial Institutions

Total assets of micro-credit financial institutions (MFIs) amounted to EUR 66.1 million at end-QII 2010;
being EUR 12.4% lower than at the previous year-end. The year-on-year decline amounted to EUR 14.9
million (Table 2.25).
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Table 2.25
MFI assets, month-end, in EUR thousands

2009 2010

1l VI IX Xl 1] Vi
TOTAL ASSETS 76.247 77.667 75.549 75430 71.305 66.058

Description/period

At end-June 2010, loans in amount of EUR 54.3 million (82.3%) dominated in the MFIs assets structure. The
declining trend in MFIs loans continued also in this quarter, thus, in relation to end-2009 MFI loans were
17.5% lower, while at the annual level they declined by 24.9% (Graph 2.20).

The maturity structure shows the main share

Graph 2.20 of long-term loans (94.3%) in total loans. The
Total MFI loans, end-month, in EUR thousands sector structure of loans shows that almost all
of them (99%) were granted to the household
- h i
80,000 sector. In the structure of MFIs loan portfolio by
Total loans industries, agricultural loans were still dominant
70,0004 (57.4%), followed by loans to services, catering
and tourism sector (24.3%) and trade (10.7%)
60,000, (Graph 2.21)
50,0001
Past due loans amounted to EUR 7.5 million
40,000 and made up 13.8% of total MFIs loans. Of this
0000 S L amount, 47.1% referred to loans that are 31 to 90
S RO T O] v v days past due, 38.9% were 90 to 180 days past
0 0 200 due, and 14.0% were 181 to 270 days past due.
- J
In the MFIs liability structure, borrowings
recorded the largest share (68.7%) amounting to
Graph 2.21 454 million at end-QII 2010. In the total amount
MFI loans by activities, June 2010, % of borrowings, 94.1% referred to borrowings
from non-residents and 5.9% to borrowings from
4 A Montenegrin banks.

Total MFIs capital amounted to EUR 193
million at the end of the observed period, and the

Agriculture, hunting, fishing, etc. 58% financial result was negative, amounting to EUR

Trade 1%

Services, catering and tourism 24% 764 thousand.
= Households 6%
= Other 1% Concentration was largely expressed in the MFIs
L ) sector. Thus, the largest MFI made up 69.6% of

assets, 68.6% of loans and 75.2% of borrowings.



MFIs interest rates

In first two quarters 2010, MFIs interest rates
increased. At end-June 2010, weighted average
lending nominal interest rate (WALNIR) on
MFIs total loans amounted to 18.55% and the
corresponding weighted average lending effective
interest rate (WALEIR) was 27.68%. In relation to
end-2009, WALNIR increased by 0.21 percentage
points, while the annual increase amounted to
0.48 percentage points (Graph 2.22).

Observed by maturity, WAEIR on short-term
loans and long-term loans amounted to 34.75%
and 27.29%, respectively.

The WANIR and WAEIR on loans to legal entities
amounted to the respective 16.45% and 27.52%.
The WAEIR on short-term loans to legal persons
amounted to 34.28% and was by 7.74 percentage
points higher than the corresponding interest
rate on long-term loans.

The WANIR and WAEIR on loans granted to
natural persons amounted to the respective
18.57% and 27.68%. The WAEIR on short-term
loans amounted to 34.77% and was by 747
percentage points higher than the corresponding
interest rates on long-term loans.

Lending interest rates of commercial banks
and MFIs were substantially different. Thus,
the banks' WAEIR amounted to 9.52% in June
2010, whereas the corresponding MFIs" rates
amounted to 27.68% (Graph 2.23).
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MONEY AND
CAPITAL MARKET






3.1. Money Market

One auction of T-bills with maturity of 182 days,
with the total issue amount of EUR 9.5 million,
was held in 2Q 2010.

All T-bills issued in 2Q 2010 were sold. Total
demand exceeded the offer and it amounted
to EUR 14 million. Buyers at all auctions were
commercial banks.

In the first two quarters of 2009, total amount
of sold T-bills amounted to EUR 55.2 million.
The weighted average interest rate to the T-bills
with maturity of 182 days issued in the first two
quarter of 2010 was 3.85%.

Figure 3.1 shows the interest rates trend in 2010
at the auctions of T-bills with the maturity of 182
days.

Total state’s debt for T-bills sold amounted to EUR
55.2 million as at 30 June 2010.

3.2. Capital Market

Graph 3.1

The trend of sold amounts and interest rates on T-bills with the

maturity of 182 days in the first half of 2010

4 N
T-bills sold in Weighted average
thousands interest rate %
40,000.0 5
35,000.0+ \/\ 215
30,000.0+ 135
25,000.0+ 13
20,000.0+ +2.5
15,000.04 T2

+1.5
10,000.0+ 1
5,000.0+ +0.5
} } } 0
01.03.2010 15.03.2010 22.03.2010 27.04.2010
T-bills sold —— Interest rate
\_ J
Source: CBM

Turnover at Montenegrin stock exchanges in the first half of 2010 amounted to EUR 32.5 million. In relation
to the first half of 2009, it recorded a decline of 81.0% as well as in relation to the first half of 2008 by 68.1%.
Average monthly turnover in the first six month of 2010 was EUR 5.4 million, which is much below the
monthly average in 2009 (EUR 33.8 million). The important decline in stock exchange turnover in the first
half of 2010 was also followed by a decrease in executed transactions, thus 11.1 thousand transactions were
performed, which is by 64.6% less than in the first half of 2009. The biggest part of turnover was recorded
through secondary trade, whereas primary trade accounted for only 6.7% of turnover.
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Table 3.1

Comparison of turnover on Montenegrin stock exchanges (relative changes)

Comparison of total turnover in Q2 (relative

I-V12010/1-VI2009  1-VI2010/1-VI 2008  I-VI 2010/I-VI 2007

changes)

-81,0 -68,1 -932
Calculation: CBM
Graph 3.2
Turnover at Montenegrin stock exchanges in Q2
( - Slightly volume of turnover and the number
500,000,000 : of transactions was recorded though Nex
|
400,000000- January © February - Marc Montenegro stock exchange (51.0%), and lower
(aad April = May B June
volume was through Montenegro stock exchange
300,000,000 (49% of total turnover), while the latter registered
1 0,
200000000 more transactions, (71.6% of total number).
100,000,000 — Turnover Structure
|
J _— || .
2005 2006 2007 | 2008 2009 2010 As for the turnover structure recorded in the first
Y ) half of 2010, company shares accounted for the

Source: Nex Montenegro and Montenegro stock exchanges

Graph 3.3

Turnover at Montenegrin stock exchanges in the first six months
of 2010

a4 I
294%
5.5%
m Shares
m JIF Shares
65.1% = Bonds
\_ J

Source: Nex Montenegro and Montenegro stock exchanges

main share (65.1%), followed by various bonds
(29.4%) and shares of joint investment funds had
the share of 5.5% in total turnover.

As for the turnover structure in the first half of
2010, in relation to the same period of 2009,
company shares recorded significant decline in
total turnover (by 27.5 percentage points), while
the significant increase was recorded in turnover
of bonds (23.8 percentage points) and shares of
joint investment funds (3.8 percentage points).
The increased share of bonds in total turnover
is due to a greater interest in investing into safer
“investment material”.
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Table 3.2 - Total turnover and its structure in the first six moths, by years

1-VI 2007 I-VI 2008 I-VI 2009 VI 2010
Turnover % of % of % of % of
structure Absolute il Absolute -~ Absolute -~ Absolute il
amount amount amount amount
turnover turnover turnover turnover

Shares 386882269  806% 70230612  69.0% 158615402  926% 21.154997  6509%
Joint
'Frl:"ne;;,me“t 82996061  173% 19063770  187%  2.961659 17% 1799634  554%
shares
Bonds 9.922.960 21% 12526244  123% 9645755 56% 9547994  29,38%
TOTAL 479801290  1000% 101.820625 1000% 171222816 100,0% 32502624  100,0%

Source: Nex Montenegro and Montenegro stock exchanges

Total turnover of Montenegrin
companies’ sharesamounting to EUR
21.2 million in the first six months
of 2010 was recorded through 7.1
thousand transactions or 63.7% of
totally realized transactions. The
turnover was 86.7% lower than in the
comparative period in 2009, whereas
the number of transactions involving
these shares declined by 2.6 thousand
transactions.

However, turnover with JIF shares
in the first half of 2010 was EUR
2.2 million recorded through 2.3
thousand transactions. However,
turnover with JIF shares was by
249% lower than in the same
period of 2009, while the number of
transactions declined by 19.4%.

Graph 3.4

Turnover and number of realized transactions of companies’ shares
in the first six months of 2009 and 2010

e N
130,000,000 3,000
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40,000,000 1,000
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20,000,000 500
10,000,000

8 0
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Turnover of shares 1-VI 2010 No. of transactions incl. shares -V 2010
== Tyrnover of shares I-VI 2009 — No. of transactions incl. shares I-VI 2009
_ J

Source: Nex Montenegro and Montenegro stock exchanges

JIFs increased their value in relation to June 2009, pointing to the significant increase in prices of shares in
their portfolio. HLT and Euro fond were Joint investment funds which value of assets in June 2010 declined
in relation to the same period of 2009. Although the value increased with respect to the recession year, the
decline in turnover speaks in favour of fund portfolio mismanagement, relying only to capital share, and not
to investments, thus declining the mistrust of individual investors.
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Graph 3.5

Trends of turnover and number of transactions of Joint
Investments Funds’ shares in Montenegrin stock exchanges in the

first 6 months of 2010
e ~ The bigger part of the total bonds
Turnover of JIF shares  —— No. of transactions incl. JIF shares turnover (in EUR9.5 million), referred
800,000 600 | torestitution bonds (71.7%)"*followed
700,000 + 1500 | by Pension-disability —insurance
600,000 beneficiaries bonds (15.4%)"*whereas
+ 400 .. .
500,000 the remaining was to frozen foreign
400,000 1 1300 | currency savings (12.9%). There was
300,000 - 1200 | no trading with municipal bonds
200,000 1 and road reconstruction bonds in the
100000 4 7100 -
' reporting quarter.
0 f f f f f 0
Jan Feb Mar Apr May Jun ) o
\_ ) 'The high share of restitution and
frozen foreign currency savings
Source: Nex Montenegro and Montenegro stock exchanges bonds was influenced by the Decision
of the Ministry of Finance', which
Graph 3.6 enabled debtors (natural and legal
Value of JIF assets persons) to settle their liabilities
to the State (paying taxes, debts
( ) to state) using the restitution and
1200000007 2 e of assets 30.06.2009 frozen foreign currency - savings
100,000,000{ * Value of assets 31.12.2009 bonds. The increase in the turnover
Value of assets 30.06.2010 of bonds was mostly contributed by
80,000,000 .
the turnover of bonds of the Pension-
60,000,000 disability insurance beneficiaries
40,000,000 bonds (PO9P, P0O9D, PIOP, P10D,
20,000,000 ?HP). The blgger. part of pension
. I insurance beneficiaries, due to low
AtlasMont Moneta ~ Mig  Eurofond  HLT  Trend living standard, immediately upon
acquiring rights to bonds, decided
\_ J ; . .
to sell them in order to satisfy their
Source: Nex Montenegro and Montenegro stock exchanges liVing needs. The turnover with these

13 The Law on Budget of Montenegro, OGM 12/07, has planned EUR 10 million for the purchase of restitution bonds in 2009. The
nominal value of bonds was EUR 1. The broker house that gave best offers committed itself to pay EUR 0.35 per bond, while
their market value is slightly below the amount.

" The Ministry of Finance issued Pension and Disability Insurance bonds at the total amount of EUR 105 million. The bonds
have been maturing at 6 different series starting from 20 October 2008. The Law on Compensation to the Holders of Pension
and Disability Insurance Rights (O0GM 40/08) foresees that the pensioners may their right to restitution for paying the electri-
city bills, taxation obligations, purchase of state companies shares and companies owned by the Development Fund of Mon-
tenegro, which are in the process of privatization, as well as for the purchase of flats, residential premises, land and other state
property. The nominal value of bonds is EUR 1.

> Decision on the Conditions and Procedure of the debt buy-back of Montenegro using frozen savings bonds and restitution
bonds, OGM 17/08 from 11 March 2008.



bonds contributed to recording the
slightly better turnover at the stock
exchanges in the QI 2009 as well.

In relation to the first quarter of
2009, the turnover recorded a
decline of 6.0%, while the share of
turnover of bonds in total turnover
recorded significant growth (by 23.8
percentage points). The number of
transactions was by 11.1 times lower
in relation to the first half of 2009.

Indices

All three indices declined with
some oscillations. At end June 2010,
compared to end-2009, MOSTE,
NEX20 and NEX PIF recorded
respective declines of 24.9%, 10.5%
and 6.4%.

In relation to end of first half of 2009,
all three indices at the Montenegrin
stock exchanges declined. At the
end of first year-half, MOSTE index
registered an absolute decline of
250.7 index points or 34.3%, NEX
20 declined by 1,115.5 index points
or 79% whereas the NEX PIF fell by
1,426.1 index points or 17.8%.

Graph 3.7
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Trends of turnover and number of transactions of bonds in
Montenegrin stock exchanges in the first 6 months of 2010
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Source: Nex Montenegro and Montenegro stock exchanges

Graph 3.8
Turnover of various bonds on Montenegrin stock exchanges in the
first half of 2010
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Source: Nex Montenegro and Montenegro stock exchanges
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Graph 3.9

Movements of the index at the Nex Montenegro and Montenegro
stock exchanges (NEX20 and NEX PIF- left scale and MOSTE- right

scale)
e At the end of June 2010, MOSTE,
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Source: Nex Montenegro and Montenegro stock exchanges
Table 3.3
General Data on Indices
MOSTE NEX 20 NEXPIF
Value as on 30 June 2010 479,88 13.06341 6.572,19
Absolute change in the first 6 months 15911 153347 448,47
of 2009
. March
Starting index value 100,0 March 2003 1000,00 March 2003 1000,00 2003
Maximum value in 2009 623,92 18.02.2010. 15.164,99 01.03.2010. 7.438,70 22.04.2010.
Maximum historical value 24554 07.05.2007 4861788 07.05.2007. 50.780,54 17.08.2007
Minimum historical value 94,8  23.06.2004 918,57 14.04.2003 959,53 02.04.2003
Growth (decline) from 31 December 249 105 64

2009 to 30 June 2010

Source: Nex Montenegro and Montenegro stock exchanges

Block trade

There were six block trades in the first half of 2010, of the total value of EUR 11.4 million. The highest block
transactions turnover (40.5%) was in Restitution Fund bonds.



Capitalization

At end-June 2010, the capitalization
of the Nex Montenegro stock
exchange amounted to EUR 2.62
billion, and it was by 11.1% lower than
in December 2009. The capitalization
at the Montenegro Stock Exchange
was by 9.1% lower in relation to the
first half of 2009. It was by 374%
lower in relation to the maximum
market capitalization recorded in
August 2007. At end-June 2010, the
capitalization of the Nex Montenegro
stock exchange amounted to EUR
1.91 billion, and it was by 6.4% lower
thanin December 2009, and by 11.0%
in relation to end of first half of 2009.
It was by 56.5% lower in relation to
the maximum market capitalization
recorded in August 2007.

Total capitalization at Montenegrin
stock exchanges in June 2010
amounted to EUR 2.64 billion,
making up 82.6% of estimated 2010
GDP.

The liquidity at end-2010, measured
through the turnover ratio, in
relation to the 2009 year end, was by
93.2% higher at the Nex Montenegro
stock exchange, whereas it recorded
a 85.2% decline at the Montenegro
stock exchange. In relation to June
2009, liquidity increased by 28.9%
at Nex Montenegro stock exchange,
while it declined by 28.5% at
Montenegro stock exchange.
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Graph 3.10
Capitalization at Montenegrin stock-exchanges
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Source: Nex Montenegro and Montenegro stock exchanges

Graph 3.11

Market capitalization at both stock exchanges in the first 6 months
of 2010
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Turnover coefficient
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Box 3.1 - Regional stock exchanges, selected operations indicators

Majority of stock exchanges in the region have faced downtrend in indices, turnover and capitalization.
The three tables below show some of operation indicators of stock exchanges in the region.

Table 1
Turnover and realized transactions at regional stock exchanges

Stock exchange Relative turnover ratio I-VI  Relative transactions ratio
10/ 1-VI 09 I-VI1 10/1-VI 09

Belgrade stock exchange -239 21,5
Zagreb stock exchange 44 -44,7
Sarajevo stock exchange -49,0 -13,2
Macedonian stock exchange -54,9 -7,1

Ljubljana stock exchange -17,5 -234
Nex Montenegro stock exchange 4,1 -73,2
Montenegro stock exchange -89,7 -59,4

Source: Reports of national stock exchanges

The data from table show that the total turnover in the first half of 2010 at all stock exchanges was
highly below the turnover realized in the reference period of 2009. The highest turnover decline was
recorded in: Montenegro stock exchange (89.7%), Macedonian stock exchange (54.9%) and Sarajevo
Stock Exchange (49.0%). In the first half of 2009, turnover at the Nex Montenegro stock exchange
recorded a 4.1% increase, while the turnover at the Zagreb stock exchange increased by 4.4%. All stock
exchanges in the region recorded decline in number of transactions in relation to the reporting period
in 2009.



In the first six months of 2010, all stock exchange indicators recorded decline in relation to end-2009.
The annual observation of indices shows the highest decline in the region at the Montenegro stock
exchange (34.3%), followed by Ljubljana stock exchange (16.7%) and Sarajevo stock exchange (10.4%),
while only Belgrade stock exchange recorded increase (11.5%).

Table 2
Changes in selected regional stock exchange indices

Index value % of change
Stock exchange Index

VI10 X109 VIO9  VI10/XI109 VI10XIl09
Belgrade stock exchange BELEX15 634,45 663,77 56927 -4.4 11,5
Zagreb stock exchange CROBEX | 1.855,19 2.004,06 1,896.36 -74 -2,2
Sarajevo stock exchange SASX-10 932,60 1.053,10 1,040.45 -114 -104
Macedonian stock exchange MBI10 242459 2.751,88 253243 -11,9 -43
Ljubljana stock exchange LJSEX 355139 407864 426354 -12,9 -16,7
Nex Montenegro stock exchange NEX20 |13.06341 14.596,88 14,17891 -10,5 -79
Montenegro stock exchange MOSTE 479,88 63899  730.60 -249 -343

Source: Reports of national stock exchanges

As per the Belgrade SE sentiment index, investors™ have optimism regarding the market trends in the
following period.

Graph 1
BELEX sentiment, market perception index'®
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Source: Belgrade stock exchange

' Belex sentiment is the index of expectations of the most active stock exchange members (important share in turnover and
frequency in trade in the period preceding the voting), portfolio managers of investment and voluntary pension funds and
the public. The index is calculated as the weighted value of votes of these three groups of participants about the direction
and the intensity of further movements in the market in the following month. The BELEX sentiment’s base value is 100, and
values between 0 and 200 may be taken into consideration. A value lower than 100 indicates negative forecasts of the market
participants, and everything above are positive expectations. The index value points to deviations from the base value and the
value change in relation to the previous month. There used to be a similar index at the Montenegro stock exchange, the so-
called “Moste intuitivo”.
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Market capitalization recorded the respective year-on-year increase at Ljubljana, Sarajevo and
Macedonian stock exchanges of 11.6%, 8.5% and 7.2%.

Table 3
Market capitalization at SEs in the region

Stock exchange V1’10 / X109 V1’10 / XI1'09
Belgrade stock exchange -8,5 -4,9
Zagreb stock exchange -2,7 -4,9
Sarajevo stock exchange 23 8,5
Macedonian stock exchange 6,1 7.2
Ljubljana stock exchange 6,9 11,6
Nex Montenegro stock exchange -6,4 -11,0
Montenegro stock exchange -11,1 -9,1

Source: Websites of regional stock exchanges
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The prolonging of the global economic crisis effects on the Montenegrin economy in the second quarter of
2010, along with difficulties in the revival of economic activity, primarily in the areas of construction, trade,
tourism and transport, resulted in the divergences from the budgetary volume and dynamics.

4.1. Consolidated public consumption

Total current public revenues' in the period January — June 2010, according to the estimate of the Ministry
of Finance," amounted to EUR 567.7 million, i.. 17.7% of the estimated GDP for 2010. Compared to the
same period of 2009, current public revenues reduced by 3.2%, while they deviated downward from the plan
by 6.2%.

The biggest share in the structure of public revenues was in taxes, with the share of 59.4%, followed by
contributions (29%), whereas the remaining revenues accounted for 11.6%.

Consolidated public expenditures in 2010 amounted to EUR 582.1 million, making up the 18.2% of the
estimated GDP. In relation to the same period of 2009, public consumption was by 1.8% higher, whereas in
relation to the plan, it declined by 23%. This decline was due to lower current and capital expenditures and
transfers.

Current public consumption' amounted to EUR 531.5 million or 16.6% of GDP, being 15.8% lower than
planned, yet 10.1% higher than in Q2 2009.

The main share in the structure of public expenditures was of current expenditures (40.8%), followed by
transfers (49.2%) and capital expenditures (8.7%), while all other expenditures accounted for a mere 1.3%.

The level of public revenues in 2010 was lower than the realized consolidated public consumption so that, in
the first six months of 2010, public sector deficit amounted to EUR 14.5 million or 0.5% of the estimated GDP.
(Annex D, table 12).

7 Total current public revenues cover revenues of the Budget, state funds and local self-governments.
'8 Source: Ministry of Finance Bulletin; estimated GDP for 2010 amounts to EUR 3,201 million.

" Consolidated public expenditures reduced by total capital expenditures.



4.2. Budget of Montenegro and state funds

According to the preliminary data of the Ministry of Finance, total budgetary revenues with state funds in
the first half of 2010 amounted to EUR 534.7 million which makes 16.7% of the estimated GDP. The biggest
share in the structure of budget revenues were current transfers with the share of 95.5%, whereas the revenues
from privatization and sold properties, donations and borrowing and loans from foreign sources accounted
for 4.5%.

Privatization revenues were much lower in the first six months of 2010 because the privatization of the
remaining companies and enterprises was not carried out as initially planned. In relation to the plan, revenues
from taxes were 92.2% lower. Simultaneously, donations from abroad decreased by 93.5% in relation to the
planned amount, as well as by 25.3% in relation to the same period of 2009.

Current revenues of the budget in 2010 amounted to EUR 510.9 million, or 16.0% of the estimated GDP.
They were 2.5% less than planned owing to lower revenues from tax on profit, VAT and property tax and
excise duties. In relation to the same period of 2009, they increased by 1.9%. The recorded budget revenues
provided regular payment of wages, pensions and social benefits, regular settling of all obligations of the state
to citizens and the international community, as well as the continuation of realizing initiated investments.

As for the structure of these revenues, the main share was of taxes, 59.8%, followed by contributions with
32.7%, while the remaining 7.5% were revenues from duties, fees, other revenues and receipts from loan
repayments).

Tax revenues deviated 9% downward from the plan, while being 0.5% lower than in Q2 2009. Tax revenues
decrease was due to decline in the collection of tax on profit (61%), excises (18.0%), tax on real estate turnover
(7.2%) and VAT (2.1%). In relation to the same period of 2009, all categories of taxes recorded increase, except
tax on profit which declined by 55.3%.

In relation to the same period of 2009, positive trend was recorded by contributions, revenues from fees and
duties, while other revenues and revenues from loan repayment declined by 11.1% and 93.1, respectively.



Table 4.1

Current revenues of the Budget of Montenegro and state funds

Plan Jan Recorded % share in % of Recorded
-June in Jan - re?/enues in % of realiozation inJan- % recorded
Type of revenue 2010  Dec 2010 Jan - March share in relation Dec 2009 inJan - Dec
EUR EUR in GDP EUR 2009
S I 2010 to the Plan o
million million million

TAXES 335,66 305,29 59,76 9,54 90,95 306,73 99,53
Personal income tax 35,52 3943 7,72 1,23 111,01 36,02 109,47
Tax on Profit 34,95 13,62 2,67 043 38,97 30,44 44,74
Real Estate Turnover Tax 2,78 2,58 0,50 0,08 92,81 2,56 100,78
Value Added Tax 172,30 168,66 33,01 5,27 97,89 160,17 105,30
Excise Duties 64,09 52,58 10,29 1,64 82,04 51,86 101,39
Tax on International trade and 2121 23,09 452 072 108,86 2131 10835
Transactions
Other Republic Taxes 481 533 1,04 017 110,81 437 121,97
Contributions 143,64 166,80 32,65 5,21 116,12 133,53 124,92
Seplation:liogpeslonland 8808 10242 2005 320 11628 86,33 11864
disability insurance
Contributions for health insurance 51,10 5761 11,28 1,80 112,74 43,51 132,41
el e el Ve CmE 4,46 4,69 092 015 105,16 3,69 127,10
insurance
Other contributions 0,00 2,08 041 0,06 0,00
FEES 9,73 10,52 2,06 0,33 108,12 10,18 103,34
DUTIES 13,36 12,23 2,39 0,38 91,54 11,59 105,52
OTHER REVENUES 17,93 14,46 2,83 045 80,65 16,26 88,93
Revenues from loan repayment 3,87 1,60 0,31 0,05 41,34 23,32 6,86
CURRENT REVENUES 524,19 510,90 100,00 15,96 97,46 501,61 101,85
Privatization revenues 29,50 2,31 043 0,07 7,83 0,23 1004,35
Donations 9,60 0,62 0,12 0,02 6,46 0,83 74,70
Borrowings and loans from foreign 50,00 439 082 014 878 016 274375
sources
Borrowings and loans from 415 16,49 308 052 397,35 38,95 4234
domestic sources
VOUAAL RIS ] L nle 2UDEz 617,44 534,71 100,00 16,70 86,60 541,78 98,70

OF MONTENEGRO AND FUNDS

Source: Ministry of Finance

According to the preliminary data of the Ministry of Finance, total budgetary revenues in the first half
of 2010 amounted to EUR 6879 million or 21.5% of the estimated GDP. Budget consumption was realized
through regular settling of liabilities towards international and domestic financial institutions, as well as
through regular servicing of all users and budget units.

Consolidated Budget expenditures® in the first half of 2010 amounted to EUR 522.9 million, making up
16.3% of the estimated GDP. In the first half of 2010, expenditures were by 21.8% lower in relation to the
plan. Decline of expenditures resulted from continuous implementation of Government’s austerity measures
aimed at rational expenditure of budget funds at all levels. Thus, monthly expenditure plan for all expenditure

20

Total expenditures minus debt repayment.



units, as one of additional austerity measures, declined. However, in comparison with the same period of
2009, budget expenditures increased by 8.3%.

In the structure of budget expenditure, current expenditures recorded the largest share of 41%. They were by
22.9% lower than planned, with substantial decline of all expenditure items. However, in relation to the same
period of 2009, current expenditures increased by 11.6%. However, the biggest part of funds (56.3%) was
determined to gross salaries, whereas other current expenditures (rent, interest, expenditures for material
and services, subsidies, current maintenance) made up 43.7%. In relation to the same period of 2009,
expenditures for gross salaries, subsidies, interests, rents, material and services, current maintenance and
other expenditures increased, while expenditures for other income were lower than planned as well as in
relation to 2009.

Transfers to institutions, individuals, NGO and public sectors and social insurance transfers accounted
for 52.7% of total expenditures, followed by capital expenditures (5.1%) and the remaining 1.2% of assets
were for borrowings and loans granted by the Government and Budget reserves. Some EUR 165.0 million
was allocated for debt repayment. The expenditures for debt repayment to residents amounted to EUR 87.0
million, the repayment to non-residents amounted to EUR 20.4 million, while the repayment of earlier debts
(frozen foreign savings, restitution and other liabilities) amounted to EUR 57.6 million (Table 4.2).

Table 4.2
Consolidated expenditures of the Budget of Montenegro and State Funds - 1 January — 30 June 2010

Recorded % Recorded
GEDL in Jan - recorded  inJan- %
0 H Of i
DESCRIPTION 2010 ) ne201p eofsharein  %in . ion June2009 Mecorded
EUR expenditures GDP in Jan -
o EUR to the EUR
million L L June 2009
million Plan million

Current expenditures 278,01 214,31 4099 6,70 77,09 192,09 111,57
Gross salaries and contributions paid 144,82 120,57 2306 377 83,26 136,38 88,41
by employer
Other personal income 10,48 567 1,08 0,18 54,10 5,94 95,45
Expenditures for material and services 61,27 39,19 749 1,22 63,96 32,65 120,03
Current maintenance 14,69 10,36 1,98 032 70,52 1,31 790,84
Interests 16,07 14,82 2,83 046 92,22 6,17 240,19
Rent 4,7 3,22 062 0,10 68,51 2,50 128,80
Subsidies 22,69 18,37 3,51 057 80,96 539 340,82
Other expenditures 3,29 2,11 040 0,07 64,13 1,75 120,57
Transfers for social protection 210,62 200,28 38,30 6,26 95,09 159,32 125,71
flia:eelolndiies et 87,52 75,06 1435 234 85,76 7578 99,05
public sector
Total capital expenditures 84,49 26,75 512 084 31,66 46,57 57,44
Borrowings and loans 2,78 2,20 042 007 79,14 3,07 71,66
Reserves 5,05 4,29 082 013 84,95 6,01 71,38
CONSOLIDATED EXPENDITURES 668,47 522,89 100,00 16,34 78,22 482,84 108,29
Repayment of debts to residents 42,26 86,98 1264 2,72 205,82 26,88 323,59
Repayment of earlier debts 33,34 57,56 837 1,80 172,65 3849 149,55
Repayment of debts to non-residents 2167 2044 297 064 94,32 8,96 228,13
TOTAL EXPENDITURES 765,74 687,87 100,00 21,49 89,83 557,17 123,46

Source: Ministry of Finance
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Box 4.1 - Recent experience of neighbouring countries in issuing Eurobonds

In 2010, Slovenia had two Eurobonds issues: the first of 10-year bonds in January amounting to EUR 1.5
billion at the interest rate of 4.12% and the latter of 5-year bonds in March at the interest rate of 2.75%.

At the international markets, Slovenia issued three series of bonds - 5-year bonds amounting to EUR
1.5 billion, 3-year bonds amounting to EUR 1 billion and 15-year bonds amounting to EUR 1.5 billion.
All three issues were in the period January — September 2009.

In May 20009, Croatia issued 5-year state bonds (Eurobonds) amounting to EUR 750 million at the offer
price of 99.675 and the fixed interest rate of 6.5%. Croatian Eurobonds were successfully issued at the
time when some EU member states did not have access to the international market. Total demand
exceeded the offer by 60% and it amounted to EUR 1.25 billion. The bonds were issued at the interest
rate far below those indicated by banks during the preparation of the issue, which ranged to about 8%.
The investors (161) from 25 countries have been recorded as owners. The funds collected from issuing
were appointed to the redistribution of current liabilities and financing the budget deficit.

In November of 2009, Croatia issued additional EUR 1 billion, (USD 1.5 billion) of Eurobonds, with the
maturity of 10-year at the interest rate of 6.75%. Total demand for these bonds two times exceeded the
offer. More than half of bonds (55%) were issued in the USA, one quarter in Great Britain, 13% in other
European countries and 7% in Asia.

Macedonia earned EUR 175 million from the issue of Eurobonds of 1 July 2009. The maturity of
these bonds will be three and half years. Annual coupon interest rate amounted to 9.875%, which
is approximately the same as the interest rate paid by the Government of Macedonia to permanent
state securities (with shorter maturity than Eurobonds) issued at the domestic market. The demand
for Macedonian bonds exceeded the offer. They were bought by investors from Great Britain (59.9%),
Switzerland (11.3%), Brazil (8.6%), Austria (6.9%), Denmark (5.1%), Germany (3.1%), Greece (2.9%),
Benelux (1.5%) and 0.7% by investors from other countries. The main purchasers of these securities
were management funds (35.8%), pension funds (22.9%), investment funds (18.6%), private banks

2 Surplus/deficit calculation methodology, 0GM 53//09.



(10.8%), banks (7.6%), insurance funds (3.4%) and other (0.9%). These securities were assessed by S&P
and Fitch as BB+ and BB, respectively. The funds of issue were used for financing the budget and the
continuation of government projects performing, as well as the support of foreign exchange reserves
and the exchange rate of Denar.

Although it planned to issue between EUR 175 and 200 million of Eurobonds in 2010, the Macedonian
Governments gave up the plan, because they thought that there was no need for those assets due to
the improved economy.

Serbia planned to issue Eurobonds by end-September 2010, but it gave up and decided to take
borrowings from domestic banks in dinars (at the interest rate below 5%), rather than from international
financial market.

Albania planned to issue Eurobonds at the amount of EUR 300 million in May 2010, but it estimated
that the conditions for issuing were unfavourable after the debtor crisis in Greece and it gave up at
least in this year.

Albania had an unsuccessful attempt to issue Eurobonds in the beginning of 2009 in the middle of
global financial crisis, due to which it decided to use unfavourable syndicated loan for financing the
highway Rreshen-Kalimash to Kosovo. The Ministry of Finance selected several international banks
in March 2009 from which EUR 250 million were borrowed. The agreed interest rate to that loan was
Euribor + 9.65 percentage points. Part of funds from the issue of Eurobonds is intended to repay the
expensive syndicated loan, while the remaining funds are appointed to finance budgetary and capital
expenditures.

In September 2010, Montenegro officially entered the Eurobonds market by issuing EUR 200 million.
Total demand for these bonds three times exceeded the offer. The bonds were issued with the 5 year
maturity at the interest rate of 7.875%. The structure of investors has shown the dominant share of funds
(45%), followed by banks (38%), private banks (10%), hedge funds (3%), insurance companies (2%) and
others (2%). The bonds were sold to buyers from Germany, Austria, Switzerland, USA, Scandinavian
countries, Eastern Europe, while a part of bonds was bought by Asian investors.

4.3. Local administration

Total current public revenues of local administration in the first half of 2010, according to the estimate of
the Ministry of Finance, amounted to EUR 58.8 million, i.e. 1.8% of the estimated GDP for 2010. Compared
to the first six months of 2009 they were 30.8% lower as well as 27.2% lower in relation to the plan.

The structure of realized revenues shows the highest share of revenues from taxes (54.4%) and duties (27.4%),
while 18.2% referred to other revenues (fees, incomes form loan repayment and other revenues).

Consolidated local administration expenditures amounted to EUR 59.3 million, or 1.9 of the estimated
GDP. Compared to the same period of 2009, they declined by 33.8%, as well as by 32.4% in relation to the plan.
Capital expenditures (40.3%) and current expenditures (39.1%) represented the most important items in the
local governments’ expenditures, while the remaining 20.6% referred to other local expenditures. In the first
half of 2010, local administration recorded a EUR 0.5 million deficit (table 4.3%).



Table 4.3

Current revenues and consolidated expenditures of local administration

Plan for R.ecorded Rgcorded
2010 in Jan - % of_ % recorfjed inJan - _% recorded
Type of revenue EUR Dec2010 sharein inrelation Dec2009 inJan - Dec

million EUR revenues to the Plan EUR 2009
million million

CURRENT REVENUES 80,72 58,75 1,84 72,78 84,9 69,20
Taxes 3357 31,97 1,00 95,23 31,54 101,36
Fees 3,39 2,97 0,09 87,61 527 56,36
Duties 3524 16,11 0,50 45,72 38,28 42,08
Other revenues 8,52 7,70 0,24 90,38 9,81 78,49
CONSOLIDATED EXPENDITURES 87,69 59,27 1,85 67,59 89,56 66,18
CURRENT CONSUMPTION 47,28 35,37 1,10 74,81 46,76 75,64
Current expenditures 32,23 23,16 0,72 71,86 31,15 74,35
Srl;(‘)slsosyae:?ries and contributions paid by 1736 1178 037 67,86 1723 6837
Other personal income 2,56 215 0,07 83,98 218 98,62
Expenditures for material and services 9,09 6,18 0,19 67,99 6,58 93,92
Current maintenance 1,89 1,64 0,05 86,77 3,08 53,25
Interests 04 048 0,01 120,00 0,57 84,21
Rent 0,22 0,28 0,01 127,27 037 75,68
Subsidies 042 0,30 0,01 7143 0,70 42,86
Other expenditures 0,29 0,35 0,01 120,69 0,44 79,55
Transfers for social protection 0,14 0,15 0,00 107,14 0,82 18,29
Z:lac?;fjglitcosie”:t?r”tions’ individuals, NGO 13,33 10,90 0,34 8177 11,55 9437
Capital expenditures 40,41 23,90 0,75 59,14 42,80 55,84
Borrowings and loans 0,1 0,05 0,00 50,00 0,81 6,17
Reserves 1,48 111 0,03 75,00 243 45,68
SURPLUS/DEFICIT -6,97 -0,52 -0,02 746 -4,12 12,62

Transfers from the Budget of Montenegro 0 0 0,00 0,27
Privatization revenues 7722 5,56 017 77,01 6,84 81,29
Donations 0,00 133 0,00

Borrowings and loans from foreign sources 0,00 0,00 0,00 0,33

Egl::g:vsings and loans from domestic 429 436 014 101,63 0
Debt repayment 9,99 16,41 0,51 164,26 10,95 149,86

Source: Ministry of Finance

4.4, State funds

In January - June 2010, the Pension and Disability Insurance Fund of Montenegro* recorded total
revenues of EUR 151.8 million. Current revenues of the Fund were the only revenues, and they were by 10.5%
higher in relation to the same period of 2009. The recorded current revenues were at the level of the planned
amount. The share of contributions, the primary source of Pension and Disability Fund financing in current
revenues, amounted to 67.5%, recording a 19% growth in relation to the first two quarters of 2009, whereas

*2 Source: Republic Pension and Disability Fund (preliminary data).



it decreased by 3% in relation to the plan. In relation to the same period of 2009, a significant increase in the
collection of revenues was recorded from contributions collected from corporates, recording increase of 18%
as well as of those collected from agriculture, which grew by 27%. In relation to the same period of 2009,
revenues from non-economy contributions increased by 3.1 times. Other revenues (revenues from capital and
payment of earlier receivables) made up 0.6% of current revenues and they recorded the decrease of 76.6% in
relation to the same period of 2009. At the same time, transfers from the budget increased by 2%, and their
share in the current revenues amounted to 39.1%, while the Fund did not use loans.

In the period January — June 2010, the Agency’s total expenditures (consolidated expenditures and debt
repayment) amounted to EUR 160.9 million or 10% higher in relation to the same period of 2009. Expenditures
for pensions accounted for the biggest share in total expenditures with 92.3%, whereas the remaining 7,7%
of expenditures were for fees, allowances, payment of foreign pensions, military pensions, contributions for
health protection of pensioners, operational expenditures, earlier obligations and repayment of loans.

Comparing the recorded current revenues and consolidated expenditures the Fund recorded the deficit of
EUR 9.1 million in the period January-June 2010.

In the period January — June 2010, the Republic Health Insurance Fund recorded total revenues to the
amount of EUR 74.3 million or 22.4% more than in the same period of 2009.

Total expenditures of the Health Fund in the first two quarters of 2010 amounted to EUR 74.3 million, and
they were by 10.3% higher than in the previous year. The highest share in total expenditures (97.6%) was for
the expenditures regarding the regular activity of the Fund, whereas the remaining 2.4% of assets were for the
Fund’s operations. In the reporting period, the unsettled liabilities of the Fund amounted to EUR 5.9 million.

In the period January — June 2010, the Employment Agency of Montenegro recorded total revenues in the
amount of EUR 15.9 million, which is 6.7% less than planned. Current revenues (contributions, fees, other
revenues and receivables from loan repayment) made up 51.5% of revenues, and they were 36.1% higher in
relation to the same period of 2009, as the result of higher collection of contributions (63%). In relation to the
same period of 2009, Budget transfers increased by 74.4% and they made up 46,8% of revenues, while the
remaining 1.7% referred to revenues from privatization.

In the period January — June 2010, expenditures of the Agency amounted to EUR 13.5 million, and they were
36.2% higher than in the same period of 2009. Current expenditures accounted for the share of 19.5% in
total expenditures, whereas transfers to individuals, institutions and public sector accounted for 22.1%, social
protection transfers for 47.4%, and loans and credits for 10.8%.

Comparing revenues (current revenues with transfers) and recorded expenditures in the first two quarters
of 2010, the Agency had a surplus amounting to EUR 2.1 million. In the reporting period, the unsettled
liabilities of the Agency amounted to EUR 2.6 million.



Box 4.2 - Fiscal rules

Fiscal rules are institutional mechanisms aimed at strengthening the fiscal policy credibility and fiscal
discipline. They have been known since mid XIX century. Thus, in mid XIX century, many American
states governed by the golden standard were obliged to perform the balanced budget policy. Still, the
fiscal rules were used by several countries in the worlds until the beginning of 1990s. Since mid 1990s,
the number of countries using fiscal rules has been increasing, and the Global financial crisis affected
the growing popularity of the instrument to the economic policy. The IMF study has shown that 80
countries have applied a form of fiscal rules, while only seven countries applied it in 1991%

Graph 1
Number of countries with a fiscal rule
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Source: IMF, (2009), Fiscal Rules—Anchoring Expectations for Sustainable
Public Finances, SM/09/274, Washington

Fiscal rules commonly appear in five forms:

+ The public debt rule prescribing the maximum share of public debt as the percent of GDP.

« The budget deficit rule which limits the maximum budget deficit in relation to the GDP;

+ The public consumption rule determining the maximum amount of public consumption in
relation to GDP

+ The rule combining public revenues and public expenditures* and

« Public revenues rule prescribing the maximum amount of public revenues, mostly in relation
to the GDP.*

The IMF study has confirmed that fiscal rules are more important in the process of performing fiscal
consolidation and that the fiscal consolidation was more successful and quicker in the countries
performing these rules (Graph 2).

= IMF, (2009), “Fiscal Rules—Anchoring Expectations for Sustainable Public Finances”, SM/09/274, Washington.

 Thus, the application of the rule in Switzerland requires that, if the GDP growth is over 1.8%, the Government has to create ad-
ditional fiscal revenues, and if it is lower than 0.5% of GDP, the Government has to increase the public spending.

% The rule is rarely applied, because it does not contribute to balancing public finance or limiting public spending, and it is pri-
marily appointed to limiting overwhelming taxation.



Graph 2

Characteristics of the fiscal consolidation in the countries with and
without fiscal rules
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Note: The survey examined only the countries that managed to reduce
public debt significantly

* Cumulative change in the cyclically adjusted primary balance (CAPB)

in first three years relative to reduction in public debt-to-GDP-ratio over
whole adjustment period.

However, when discussing the fiscal rules, we have to take into account the pros and cons of such
solutions. The advantage of such solutions is in preventing the misuse of fiscal policy, strengthening
the credibility of the whole economic policy and influencing the improvements in the country’s credit
rating. It should be taken into consideration that the such a fiscal policy frame can be performed more
easily in the stable conditions than during the crisis. The key success factor is to determine the clear
responsibility and sanctions® if the criteria (fiscal rules) prescribed by the law have been breached.

The negative side of the law is its large reduction of the manoeuvring space for performing the counter-
cyclic policy in the crisis situation, thus it is very difficult to formulate the rule which would suit in all
situations. Many countries that had the fiscal rules before the Global recession was forced to modify
them or it simply had not recorded them.

Therefore, it is not surprising that some countries have the “exit clause” in the case of unpredicted
exogenous shocks, while some countries have independent arbitrary body.”

% In practice, there are different sanctions for breaching the fiscal rule, like fines for fiscal policy creators, replacing the most im-
portant persons for sunning fiscal policy, loss of credibility, obligatory corrective measures, etc. Still, it should be noted that the
application of sanctions is not widely spread, because it requires independent third side to implement them.

7 Kopits, G., (2001), Fiscal Rules: Useful Policy Framework or Unnecessary ornament, IMF working paper 01/45.
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Fiscal rules and the crisis
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In addition, the manipulations in the GDP calculation (its increase or decrease) may easily influence
the fulfilment of some criteria. The potential problem is that the fiscal rules are commonly calculated
in relation to the GDP, and the exact GDP figure for the current year is known in early next year.
Moreover, the inadequate statistical capacities in the countries of the region open the suspicion of
objective determination of the real GDP figure. Furthermore, it is very difficult to formulate the rule
which would be equally good both during the recession and expansion conditions. Therefore the need
of rules modification may often appear, and the often modifications of rules would simply derogate
the credibility of rules. The counter argument may be the need to be far away from the crisis in ,good
times”, and to get close to the limit prescribed for some indicator during the recession. In addition, the
potential danger is that the creators of the fiscal policy, in the conditions of threatened “breaking” of
the fiscal policy, would largely decrease capital expenditures, which are the easiest to “cut short” in the
short run, and which bear important negative long-term consequences.

Box 4.3 - Fiscal rules in practice

Strong fiscal institutions may play a very important role in providing support to the necessary fiscal
adjustment. They may improve the fiscal performances providing clear mid-term orientation, pointing
out the need to sustainable policies, as well as the possibility of cost increase due to the derogations
from the fiscal goals. Strong institutions are especially important during the fiscal adjustments, when
the tensions between short-term sector interests and the long-term collective goals are the biggest.

There is room for improvements of budget institutions in many countries. These institutions include
practices, procedures and mechanisms which perform preparations, execution and the control of the
budget at the short and long run, as well as the fulfilment of all legal demands.



The recent IMF analysis points to the necessity of reforms in the following areas. Firstly, the width,
depth and the timeliness of the fiscal reporting and risk analysis which surround fiscal forecasts may be
improved in many countries. Secondly, it is needed to have clearly defined fiscal goals, as well as more
complete and obligatory mid-term frame with the higherindependence of studying. Thirdly, it requires
higher use of budget execution using the ,top-down” system — determining clear priorities between
sectors and strong budget limitations — as well as stronger arrangements for the contingency, in order
to be sure that the plans have been efficiently implemented through the annual budget process.

The mid-term budget frame, supported by numerous fiscal rules, may help in the policy performing
and it may anchor the expectations referring to sustainability. The complete, stable and transparent
mid-term fiscal objectives, under the responsibility of the Government, provides the stable “anchor”
for the political decisions increasing the costs of derogations from the consolidation path. The
formalizing of such mid-term goals into permanent fiscal rules may be a signal for the strong addiction
to the consolidation effort. During 1990, only seven countries had fiscal rules, while 80 countries have
been using it until 2009. While the crisis tightened the existing rules, many countries have either been
adopting the new rules or strengthening the existing ones as a part of their “exit strategy”.

In some countries, the adoption of new rules was either ongoing before the crisis or they introduced
new rules during the crisis. As those rules came into force, in some cases with the regime transitions,
they will provide guidelines for the fiscal policy and set limits during the consolidations road. Such as:

Austria: The Federal Budget Law Reform, passed through the Constitutional Law in 2007, includes
the obligation of the Government to set up the 4-year undulated expenditure ceilings, which would
annually be prolonged to the additional year. These ceilings refer to the general government and they
contain cyclic components. This rule affected the 2009 budget.

Germany: The new structural balance rule has been introduced to the Constitution in June 2009. After
the application period, beginning in 2011, the rule shall have the total effect in 2016 for the Federal
Government and 2020 for the states. This rule calls for the structural deficit not higher than 0.35% of
GDP for the federal Government as well as the structurally balanced budget.

Hungary: In November 2008, Hungary passed the rule of primary budget balance as well as the real
debt rule, as a part of adopting the Law on Fiscal Responsibility. The rules will be fully effective in 2012.
These rules require the reduction of the budget deficit (percentage of GDP) and the limitation of the
real expenditures growth in 2010 and 2011. Moreover, the new fiscal institute was established with the
goal of monitoring the fiscal development.

Several other countries have taken into account the adoption or strengthening the existing frames
based on rules, or the adoption of new rules as a part of their “exit strategy”. Such as:

France: It has formed the “High level” Commission to assess the introduction and the design of the new
fiscal rules, which would correct the budget misbalance in the mid-run.

Poland: The new Law on Public Finance, which came into force in January 2010, defined the correction
measures to be taken in the case of breaching the threshold defined by the Rulebook on Debt.
Moreover, the Government has announced the intention to implement a temporary fiscal rule, which
limits the growth rate of the discretion expenditures to the amount of CPl inflation + 1%, until the mid-
term objective is reached (structural deficit to be 1% of GDP), which will be followed by the permanent
rule, yet to be decided.

Serbia: A working group has been established to examine the options of introducing the fiscal rule to
the mid-term and to monitor the application period. The upper threshold has been taken into account
for teh application phase.



Turkey: There is ongoing work by the Government for the preparation of legislation to adopt the
budget balance rule in order to facilitate fiscal adjustments and to reduce public debt. The proposed
rule includes the adjustment mechanism for the derogations of the real GDP growth from the trend.
The Government intends to pass the rule in 2010, so that it may be effective from 2011.
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At the 2Q 2010 end, the public debt of Montenegro
was EUR 1,115.3 million or EUR 14.8 million less
in relation to the 1Q 2010, while it was by EUR
24.9 million lower in relation to end-2009. At the
1Q 2010 end, the public debt of Montenegro made
up 35.3% of estimated GDP for 2010, while at the
2Q 2010 end, the public debt of Montenegro made
up 34.8% of estimated GDP for 2010.%*

Table 5.1
Structure of public debt, in EUR million

) 11153
Total public debt
34.8% of GDP
3775
Domestic public debt
11.8% of GDP
7378
Foreign public debt
23.0% of GDP
Government debt with the 14034
debt of public companies 43.8% of GDP

Source: Ministry of Finance

State guarantees were EUR 242.4 million, or 7.6%
of GDP, 21.7% of State debt. Public debt made up
94.3% of total recorded budget revenues in 2009
(excluding revenues from privatization, loans and
grants). Public debt with public companies debts
amounted to EUR 1,403.4 million, or 43.8% of the
estimated GDP (Table 5.1).
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Currency structure of the foreign debt is favourable. The total domestic debt was in euro currency. Some
81% of the foreign debt was also in shown in euro currency, whereas a part of obligations to the Paris Club of
creditors, as well as those from IDA loans and the debt to EUROFIMA was shown in other currencies.

8 The estimated GDP for 2010 amounts to EUR 3,201.0 million.
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5.1. Domestic public debt

As of 30 June 2010, domestic public debt amounted to EUR 377.5 million or 11.8% of the estimated GDP. In
relation to 2009-end, domestic public debt decreased by EUR 62.8 million in the first two quarters of 2010.
The domestic public debt in the first two quarters of 2010 was reduced by regular repayment of instalment of
debt from restitution by EUR 19.7 million, reduced municipal indebtedness by some EUR 14.2 million and
repayment of loans with commercial banks and non-financial institutions by EUR 29.4 million, as well as by

repayment of the regular instalment of the debt on pensions instalments amounting to EUR 15.3 million.
On the other hand, it increased by EUR 16.6

Graph 5.3 million due to the indebtedness amounting to
Structure of domestic public debt, in EUR million EUR 6 million for the realization and ending the
works on the construction of the building for the
g 500 ) Police Directorate, the indebtedness amounting
450 to EUR 5 million for the restoration of cultural
400 - - monuments at Cetinje and the issue of T-bills
ggg 1079 - amounting to EUR 5.6 million.
250 67 072 1090 _ '
200 ' 516 - As regards the structure of domestic public
150 1002 809 T debt at the 2Q 2010 end, debt from old frozen
128 398 391 284 foreign currency deposits of 28.9% represented
485 485 305 the largest share, followed by obligations from
IV kvartal 2009. kvartal 2010. | Ilkvartal 2010. restitution (21.5%), T-bills (14.6%), debt of local
Unpaid pensions Loans with commercial banks municipalities (12.3%), debt from unpaid pensions
Obligationsfrom festitution Debt of Ipcalself—gover_nmenys . (8.6%), loans of commercial banks (7.5%), while
0ld frozen foreign currency deposits ® Loans with non-financial institutions .
m Treasury bill 6.6% referred to loans of nonfinancial institutions
- ~/ (Table 5.2, Graph 5.3).
Table 5.2

Domestic public debt, as at 30 June 2010

Creditor Debt Domestic debt share in % domestic % public
EUR million estimated GDP, % debt debt

Old frqzen foreign currency 1090 34% 28.9% 9.8%
deposits

Debt of local self-governments 46,4 1,4% 12,3% 4,2%
Obligations from restitution* 81,2 2,5% 21,5% 7.3%
Loans with commercial banks 284 0,9% 7,5% 2,5%
!_oaps VYIth non-financial 248 0.8% 6.6% 22%
institutions

Unpaid pensions 32,5 1,0% 8,6% 2,9%
Treasury bills 552 1,7% 14,6% 4,9%
TOTAL 377,5 11,8% 100,0% 33,8%

* Bonds acquired based on the Law on indemnity to pension and disability insurance beneficiaries were issued on 15
September 2008 in total amount of EUR 105.0 million.

Source: Ministry of Finance



At 2Q 2010 end, total obligations from restitution amounted to EUR 81.2 million, representing a decline
of EUR 19.7 million in relation to end-2009. The reduction of debt from restitution resulted from the sale
of Governments real estates and the repurchase of bonds FOO1 and FO02 by the Government on the stock
exchange. With a view to reducing the domestic public debt, the Government of Montenegro continued
repurchasing bonds from restitution before their maturity date, started in 2009 and continued in 2010, based
on the restitution of the previous owners. Some EUR 21.1 million of bonds was purchased, for which some
EUR 5.5 million was paid in 2009 and 0.6 million in 2010. In 2008, the Government had passed on the
Decision on purchase of Old frozen foreign currency in 2016 and 2017, thus the purchased value now amounts
to EUR 1.2 million, of which EUR 0.5 million in 2009 and EUR 0.04 million in the first two quarters of 2010,
while the remaining EUR 0.68 million were repaid in 2008.

Consolidated debt of local administration amounted to EUR 62.2 million:

the foreign debt includes the municipality debt based on contracts signed by the Government of
Montenegro with the foreign creditors, and with the sub-lending agreements with the municipali-
ties, amounting to EUR 15.8 million (the amount of withdrawn funds);

The state of the domestic debt includes the local administration debt to credit institutions, amoun-
ting to EUR 46.4 million.

Debt from T-Bills amounted to EUR 55.2 million due to the issue of T-Bills during 2010 through three
auctions.

In the first half of 2010, the repayment of interest to residents amounted to EUR 3.6 million, and of capital by
EUR 294 million, while the repayment of debt from previous years amounted to EUR 49.9 million.

5.2. Foreign public debt

Foreign debt amounted to EUR 737.8 million at the end of the first half of 2010. In relation to 2009 year-
end, it increased by EUR 37.9 million or 5.4%. The foreign debt was increased by: withdrawal of funds from
the IBRD loan for the project “Health” (EUR 0.6 million), funds for the project ,Energy efficiency” (EUR
0.2 million), Hungarian loan (EUR 1.6 million), EBRD loan for the railways (EUR 2.1 million), IDA loan
(EUR 1.2 million), loan for financing the project “Supply of special vehicles for extinguishing fire and rescue”
from Austrian Steiermarkisiche bank und Sparkassen AG (EUR 12.4 million), EIB loans for railway (EUR
7 million), waste water disposal project for the Niksi¢ Municipality (EUR 1 million) and for the project
»Roads and Bridges” (EUR 3 million), commodities loan of the Spanish Government for the recycling centre
in Podgorica (EUR 2.9 million), KfW loan for the water supply project (phase II and III) totally amounting
to EUR 1.5 million and loan of the Exim Bank Hungary for financing projects of constructing school in Bar
(EUR 0.3 million) as well as commodities loan from Erste Bank Austria for financing the project for the
Health fund (EUR 6 million). The amount of foreign debt partially increased due to the increase in the value
of USD in relation to EUR, which affected the increase in the EUR value of USD loans. This debt was reduced
based on regular repayment of principal to the amount of EUR 20.4 million.



Table 5.3
Structure of foreign debt in the period January-June 2010

Debt Foreign  Share in foreign Share in
Creditor EUR debt/GDP debt public debt
million %
:gmésgr;sggr::‘ltB(?ggg;)r Reconstruction and 1781 5 6% 24.1% 16,0%
International Financial Corporation (IFC) 6,4 0,2% 0,9% 0,6%
Members of the Paris Club of Creditors’ 128,5 4,0% 17,4% 11,5%
International Development Association (IDA)? 61,2 1,9% 8,3% 5,5%
European Investment Bank (EIB)? 72,7 2,3% 9,8% 6,5%
EDL;r\?eﬁsgrr;lzirtwIEEngr“I;c)econstruction and 203 0,6% 27% 8%
Development Bank of the Council of Europe 0,7 0,0% 0,1% 0,1%
European Community 55 0,2% 0,7% 0,5%
Kreditanstalt fir Wiederaufbau - Germany (KFW)* 114 0,4% 1,5% 1,0%
Loan from Austria 10,1 0,3% 1,4% 0,9%
Loan from Hungary 14,5 0,5% 2,0% 1,3%
Loan from Poland 11,3 0,4% 1,5% 1,0%
Societe Generale - Education IT 13 0,0% 0,2% 0,1%
Loan from France’ 8,4 0,3% 1,1% 0,8%
EUROFIMA - debt of Railway Company® 26,0 0,8% 3,5% 2,3%
Czech EXIM - debt of Railway Company 394 1,2% 5,3% 3,5%
Steiermarkische Bank und Sparkassen AG’ 21,5 0,7% 2,9% 1,9%
Erste Bank 30,0 0,9% 4,1% 2,7%
Credit Suisse Bank 86,5 2,7% 11,7% 7,8%
Loan from Spain for the construction of landfill 38 0,1% 0,5% 0,3%
Exim Bank Hungary 03 0,0% 0,0% 0,0%
TOTAL 737,8 23,0% 100,0% 65,8%

! Original debtis 71% in EUR, 26% in USD and 3% in other currencies.

2 Original amount is in special drawing rights (SDR). The exchange rate was SDR/EUR = 1.21

* EIB loans of EUR 47 million serviced by public companies (Monteput, Montenegro Airports and Electric Company of
Montenegro) are excluded from the amount of foreign debt, and they are treated as guarantees.

* Loans from German KfW Bank for water supply are used by municipalities, but it is shown in the aggregate table of
foreign debt.

* Commodity loan — Electric Company of Montenegro

¢ Debt to EUROFIM was CHF 34.5 million, the exchange rate 0,7543 was used.

° Loan for purchase of fire fighting vehicle for the Ministry of Interior Affairs

Source: Ministry of Finance

The amount of foreign debt excludes obligations from unsettled debts with Libya, Kuwait, Czech Republic,
Slovakia and the UBS Bank based on bonds issued within the London Club. The debt to governments of
these four countries was assigned to Montenegro based on the distribution of non-allocated debt (5.88% out
of 38% for Serbia and Montenegro) and according to the Agreement on Succession Issues signed in Vienna
on 29 June 2001, this issue is resolved by mutual opinion within the Committee for the Distribution of the
Financial Assets and Liabilities of the former SFRY. As regards API bonds, the negotiations will be held at
the beginning of 2010 with the representatives of the UBS Bank to find possibilities for bilateral resolution of



these issues. The total amount of obligations from unsettled debts will probably amount about 1% of GDP and
it is included in projections of debt movement in period 2009-2012.

The data on debt include the amounts of the withdrawn funds by individual loans.

Table 5.4
Data on foreign debt and the amount of not-withdrawn loan funds

Foreign debt
Creditor
Debt Not-withdrawn funds
International Bank for Reconstruction and Development (IBRD) 178, 31,0
International Financial Corporation (IFC) 6,4
Members of the Paris Club of Creditors 128,55
International Development Association (IDA) 61,2 9,3
European Investment Bank (EIB) 72,7 35,0
European Bank for Reconstruction and Development (EBRD) 20,3 06
Development Bank of the Council of Europe 0,7
European Community 55
Kreditanstalt fiir Wiederaufbau — Germany (KFW) 11,4 51,3
Loan from Austria 10,1
Loan from Hungary 14,5 05
Loan from Poland 113 03
Societe Generale - Education IT 13
Loan from France 84
EUROFIMA - debt of Railway Company 26,0
Czech EXIM - debt of Railway Company 394
Steiermarkische Bank und Sparkassen AG 21,5 05
Erste Bank 30,0
Credit Suisse Bank 86,5
Loan from Spain for the construction of landfill 38 1,2
Exim Bank Hungary 0,3 4,0
TOTAL 7378 133,6

Source: Ministry of Finance

As the table above shows, the total amount of available not-withdrawn funds is about EUR 148.1 million.

5.3. Projection and sustainability of public debt

The following table shows the Ministry of Finance projection on the public debt movement in the period
20102013 with a view to assessing debt’s sustainability. The assessment was made based on the assumed
legal and contractual obligations of the Government.



Table 5.5
The projected amount and structure of government debt of Montenegro, 2010-2013

2010 projection 2011 projection 2012 projection 2013 projection

Foreign debt (EUR million) 856,2 964,2 970,0 968,0
Foreign debt (% of GDP)* 26,8% 28,3% 26,4% 24.4%
Domestic debt (EUR million) 408,3 354,8 284,7 2432
Domestic debt (% of GDP) 12,8% 10,4% 7,8% 6,1%
Total debt (EUR million) 1.264,5 13190 1.254,7 1.211,2
Total debt (% of GDP) 39,5% 38,7% 34,2% 30,5%

* Estimated GDP in 2010 was EUR 3,201.0 million, EUR 3,412.0 million in 2011, EUR 3,672 million in 2012, and EUR 3,968.0
million in 2013 - source: Ministry of Finance

Source: Ministry of Finance

The projection of the domestic public debt in the period 2010-2013 was made following the assumptions
that the repayment of obligations from restitution will amount to 0.5% of GDP per year. The obligation
from unpaid pensions will be completely paid by the end of 2011. Borrowings to finance the Directorate for
Transport projects and resolve bottlenecks in transport will amount to EUR 53.3 million in 2010 and EUR
20.7 million in 2011. It was assumed that the Debt of local municipalities would remain at the same level. The
repayment of obligations from old frozen foreign currency deposits will amount to EUR 14 million per year.
Repurchase of old frozen foreign currency deposit bonds OB16 and OB17 and DO16 and DO7 is not taken into
account. Moreover, no debts of the companies shall be taken into consideration.

With respect to the foreign debt projection, new borrowings and transfer loans are projected in accordance
with the agreed cooperation framework with international and bilateral creditors. Those funds will be used
for the projects from the following areas: waste water management, regional water supply, road and railway
infrastructure and energy. The foreign debt movement was projected considering the average four-year loan
withdrawals. In 2010, additional borrowings were taken in the amount of EUR 150 million for budgetary
deficit financing with the additional EUR 100 million of borrowings to the loan repayment in 2011. The
Ministry of Finance is expected to provide funds from foreign sources.



EXTERNAL
SECTOR







The trends in the first half of 2010 point to the gradual recovery of the economic and external trade activities.
Preliminary data on international flows of Montenegro point to the decline in external trade deficit as well as
surplus at the services and current transfers and incomes accounts. The recovery of goods exports (an 15.4%
increase) was recorded, while the imports was still slowing (a 1.5% decline). The capital-financial account
recorded a net FDI inflow, while the portfolio and other investments accounts recorded net outflow.

In the first half of 2010, according to preliminary data, the current account deficit amounted to EUR 508.8
million, being 7.7% lower than in the same period of 2009. The decline in the current account deficit was
affected by lower external trade deficit, as well as the increase in the surplus at the services and current
transfers account.

The export of commodities increased as the result of the slight recovery of the economic activity. The total
volume of visible exchange amounted to EUR 917.7 million, which was by 1% more than in 2009, while the
external trade deficit amounted to EUR 6074 million, being 5% lower in relation to 2009. Coverage of the
foreign trade deficit with the surplus recorded in other current account sub-accounts amounted to 16.2%,
which is 2.5 percentage points more than in 2009.

The volume of services exchange recorded surplus amounting to EUR 43.8 million, which was 7.8% more
than in 2009. Positive result was recorded in travelling and transports subaccounts, while other subaccounts
recorded deficit. The services sub-account recorded amounted to EUR 334 million, which was 4.2% more
than in 2009.

A deterioration was recorded at the factor income sub-account, with the surplus amounting to EUR 1 million,
which s less in relation to the same period of 2009 (EUR 9.3 million), due to the reduced revenues and increase
in expenditures for repayment of interests. The increase trend of cash in the current transfers sub- account
continued in 2010. The surplus at this sub-account increased by 41.6% and it amounted to EUR 53.8 million.

Unlike the previous year, characterized by the significant investments into the energy sector, the
dominating item in the FDI structure were investments into the financial sector (recapitalization of banks),
telecommunications and tourism. Net FDI inflow in the first half of 2010 amounted to EUR 314.3 million,
which is 3.7% less than in 2009, which is a significant inflow taking into account the fact that there was
no large privatizations, unlike 2009 when the highest inflow was recorded from EPCG privatization.. Total
net FDI inflow amounted to EUR 370.5 million, while simultaneously the outflow amounted to EUR 56.2
million.



Some EUR 8.8 million of inflow was recorded in portfolio investment sub-account in the first half of 2010,
while simultaneously the outflow of funds on this basis amounted to EUR 9.4 million.

Other investments sub-account recorded net outflow amounting to EUR 79.9 million, unlike the same period
of 2009, when it recorded the net inflow of EUR 23.2 million. This sub-account recorded the increase in
indebtedness of the Government and private sectors, while banks reduced their foreign liabilities.

Table 6.1
Balance of Payments of Montenegro, EUR thousand

Jan —June 2009 Jan -June 2010 Change in %

A. CURRENT ACCOUNT -551.517 -508.825 -7,7
GOODS -639.501 -607.438 -50
1. Exports 134.408 155.115 154
1.1 Exports in foreign trade statistics 123.627 142.126 15,0
1.2 Volume adjustment 10.781 12.989 20,5
2. Imports 773.909 762.553 -1,5
2.1 Imports in foreign trade statistics 767.940 754.034 -1,8
2.2 Volume adjustment 5.968 8519 42,7
SERVICES 40.675 43.843 7.8
1. Revenues 180.674 188.926 46
2. Expenditures 140.000 145.083 36
INCOME 9.336 1.015 -89,1
1. Revenues 81.877 76421 -6,7
2. Expenditures 72.541 75406 39
CURRENT TRANSFERS 37973 53.754 41,6
1. Transfers to Montenegro 54.584 68.107 24,8
2. Transfers from Montenegro 16.611 14.352 -13,6
B. CAPITAL AND FINANCIAL ACCOUNT 397.062 329.017 -171
1. CAPITAL ACCOUNT 1.992 -273
2. FINANCIAL ACCOUNT 395.070 329.290 -16,7
1. Direct investment-net 326.285 314.275 -3,7
1.1. In abroad -15.367 -26.083 69,7
1.2.In Montenegro 341.652 340358 -04
2. Portfolio investment-net -29.120 -617 -97,9
2.1. Assets -27.890 3.343
2.2. Liabilities -1.231 -3.960 2218
3. Other investments - net 23.241 -79.851
3.1. Assets -51.428 -86.083 674
3.2. Liabilities 74.668 6.231 -91,7
4. Change in CBM reserves 74.664 95.484 279
NET ERRORS AND OMISSIONS (-A-B) 154455 179.808

Source: CBM



6.1. Current Account

External Sector IIAEI

A decline in deficit was recorded in the first two quarters of 2010. The decline in deficit, albeit decline in
external trade deficit, was affected by the increase in the net current transfers by 41.6%.

Table 6.2
Current account, in EUR thousand

Jan-June Jan-June Jan-June Jan-June Change in %
2007 2008 2009 2010 (2010/2009)
CURRENT ACCOUNT (142+3+4) 561717  -911.708  -551.517  -508.825 7.7
1.GOODS 668099  -1012048  -639.501 607438 5,0
1.1. Exports 250.262 243.850 134408 155.115 154
1.2. Imports 918361  1.255.898 773.909 762553 15
2. SERVICES 70076 32481 40675 43843 7.8
2.1.Revenues 168.005 196,078 180674 188.926 46
2.2. Expenditures 97.929 163.597 140.000 145083 36
3.INCOME 10.283 35490 9336 1015 -89,1
3.1. Revenues 41.280 78016 81.877 76421 -6,7
3.2. Expenditures 30.997 42526 72541 75406 39
4. CURRENT TRANSFERS 26.023 32.369 37973 53.754 41,6
4.1. Transfers to Montenegro 48012 51394 54.584 68.107 24,8
4.2. Transfers from Montenegro 21.989 19.025 16.611 14.352 -13,6
Source: CBM
Graph 6.1
Structure of the current account, EUR thousand
The deficit at the goods account amounted /= N
to EUR 6074 million, which is 5% less than 600,000 Goods Services == Income
in 2009. A very low exports/imports ratio is 100000 == Current transfers — Current account
still present, indicating structural problems ’ | | | |
in the Montenegrin economy and the need of 2000
stimulating export-oriented production and the 01
increase in competitiveness of domestic products -200,000
at the international market. In the reporting -400,0001
period, a surplus was recorded at the sub-accounts -600,000
of services, incomes and current transfers, which 800,000
covers 16.2% of external trade deficit. O 07 O 07 0 0/ O C 0} R /2 E R A Y RO,
2007 2008 2009 2010
- )

Source: CBM



Box 6.1 - The influence of the crisis to the current account deficit in the countries of the region

The appearance of the external misbalance as the high current account deficit has often been identified
and one of key vulnerabilities of the countries in the region. A favourable international environment,
relatively easy approach to the international sources of finance and the high growth rates affected
the increase in the current account deficit in the countries of the region in the period 2005-2008.
However, there are many differences among countries. Thus, the share of current account deficit in
the GDP of Croatia increased from 5.6% to 9.2% of GDP. The growth of deficit was especially notable in
Montenegro, due to increase from 8.5% to 50.7% in the period 2005-2008. The share of current account
deficit in the GDP in Serbia, Albania and Kosovo increased by some 8 percentage points.

Graph 1
Current account deficit in the countries of the region as a % of GDP
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Source: wiiw, Eurostat

The economic crisis had negatively affected the countries of the region, although with different
intensity. However, despite the weaknesses in economies and dangers of high negative effects of
the crisis, countries of the region have shown high degree of resistance and adjustability. He crisis
has not lead to the abrupt stopping of the foreign capital inflow, although the inflow was at the
significantly lower level in relation to previous years. The appearance of the crisis lead to corrections
and adjustments at the current account. These adjustments started in 2009 when all countries in the
region recorded decline in current account deficit due to the considerable decline in the external trade
deficit, as the table below shows.

Table 1
Current account deficit in the countries of the region as a % of GDP (projections for the period 2010 — 2012)

2008. 2009. 2010. 2011. 2012.
Croatia -9,2 -54 -4 -6 -7
Macedonia -13,1 -7.3 -6 -6 -7
Albania -15,5 -15,1 -12,7 -13 -13,.2
Bosnia and Herzegovina -15,1 -7,5 -8 -8 -8
Montenegro -50,7 -29,8 -16 -17 -17
Serbia -18,2 -5,5 -9 -10 -10

Source: wiiw, Eurostat



According to projections®, it is expected that the countries of the region shall record current account
deficit in the period 2010-2012 as well, but the share in GDP will be lower than in the period before the
crisis.

6.1.1. Visible exchange®* Graph 6.2
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recorded at the amount of EUR 86.4 million, or ~ Graph 6.3

66.1% more in relation to the same quarter of ~ Coverage of visible imports by exports in period 2007 - June 2010
2009.

Source: CBM and MONSTAT

4 )
2007-Q1
409

External trade deficit in the period January — June
2010, according to Monstat's data, amounted to 2010-Q!1
EUR 611.9 million and it was by 5% lower than in
the same period of 2009. The imports coverage by o
exports amounted to 18.8%, being 2.8 percentage
points higher in relation to the same period in
2009. Observing the exports/imports ratio at the
quarterly level in the period 2008-June 2010, it is
visible that these values are below 20%, which is
the exceptionally low rate of imports coverageby - -
exports. Source: Monstat

Q4

2008-Q1

¥ Wiiw, Eurostat

" Methodological Remarks: Data on foreign trade of Montenegro were represented according to the special trade system. The
CBM made adjustments of data obtained from Monstat for the purpose of creating the balance of payments in accordance with
the IMF methodology (Balance of Payments Manual, Fifth edition, IMF, 1993).
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Table 6.3
Structure of visible exports in the period January — June 2010,
EUR thousand
DESCRIPTION Value ~ Ohare
in %
Aluminium and related products 59.7389 42,0
I\/_lln'erall fuels, oils and products of their 155384 109
distillation
Iron and steel 112716 79
Beverages, alcohol and vinegar 7.532,0 53
Wood and related products; wood coal 6.177,0 43
Reaqors, boilers, mgchlnes and mechanical 49990 35
equipment and their components
Pharmaceutical products 38774 2,7
Copper and related products 3.702,0 26
Air and spacecraft and related machinery 2.376,1 1,7
Salt, sulphur, soil and stone, limestone, 1.979,0 14

gypsum and chalk

Source: Monstat

Graph 6.4

Top 5 products affecting the exports of goods in the period
January - June 2009 and 2010, EUR thousands
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In the observed period, total exports increased
by 15% and it amounted to EUR 142 million. The
increase in exports was the result of increased
exports in products under ,mineral fuels, oils
and products of their distillation” (EUR 12.6
million), aluminium and products of aluminium
(EUR 3 million) and copper (EUR 2.9 million).
The products that dominated in the structure
of exports include aluminium and related
products (42%), mineral fuels, oils and products
of their distillation (10.9%), iron and steel (7.9%),
beverages, alcohol and vinegar (5.3%) and wood
and wood products (4.3%).

The increase in exports was affected by the
increased production in the Montenegrin largest
exporter KAP. The value of exported aluminium
and the products of aluminium in the first six
months of 2010 amounted to EUR 59.7 million,
which is by 5.3% more than in 2009. The exports
of products under “mineral fuels, mineral oils
and products of their distillation” amounted to
EUR 15.5 million, which is higher in relation
to the same period of 2009, when the exports
amounted to EUR 2.9 million.

The highest decline of exports in relation to the
same period of 2009 was recorded by iron and
steel (by EUR 6.2 million or 35.6%), and products
of iron and steel (by EUR 2.6 million or 65.8%).

In the first six months of 2010, visible imports,
according to Monstats preliminary data,
amounted to EUR 754 million, which is by 1.8%
less than in 2009. Unlike visible exports, visible
imports was characterized by diversification. The
largest imports was of products under: mineral
fuels, oils and products of their distillation (11.5%
of total imports); reactors, boilers and mechanical
devices (8.2%); electric machines and devices and
parts thereof (6.4%); vehicles (6.2%) and meat and
other meat products (3.6%).



In the first half of 2010, imports of products
from the category Mineral fuels, mineral oils and
products of their distillation amounted to EUR
87 million, which was 11.5% of the imports and it
was 2.1% less than in 2009. Under this category,
the highest import was of oils received by crude
oil and bituminous minerals amounting to EUR
60.2 million (69.2 of imports in this category).
The imports of electric energy amounted to EUR
12.2 million (14%) and it was by 57.9% lower in
relation to the same period of 2009.

The imports of products under reactors, boilers,
machines and mechanical devices rose by 24.1%
and itamounted to EUR 61.7 million, as the result
of increased construction activities in relation to
the first half of 2009. In the reporting period, the
imports of electric machines and parts thereof
was EUR 48.3 million, being 4.2% more than
in the first six months of 2009. Total value of
imported vehicles was by 16.5% higher in relation
to the same period of 2009 and it amounted
to EUR 46.8 million. The highest imports was
in passenger cars and other motor vehicles
constructed primarily for the transport of persons
(EUR 274 million) and special purpose motor
vehicles (EUR 8.5 million). Imports of meat and
other eatable meat products amounted to EUR
27.2 million and declined by 6.2%.

According to the structure by groups of countries,
the highest exports was to EU Member States
(53.1% of total exports or EUR 75.5 million) and
to CEFTA countries (42.1% or EUR 59.8 million).
In the reporting period, the highest export was to
Serbia (EUR 36.7 or 25.9%), followed by Greece
(EUR 26.3 million or 18.5%) and Italy (EUR 16.3
million or 11.5%).

Table 6.4

Structure of visible imports in the period January - June 2010,
EUR thousand

DESCRIPTION Value Sharein %

Mineral fuels, mineral oils and products of

their distillation 87.004.2 1
Nuclear reactorsf boilers, machlhes and 617238 82
mechanical equipment and their components

Electrical machines and equipment and parts 482632 6.4
thereof

Veh}cles, excluding rail and tram railway 467621 62
vehicles

Meat and other meat products 272574 36
Products of iron and steel 26.469,0 35
Pharmaceutical products 26.015,8 35
Non-organic chemical products 23.868,9 32
Furniture 234920 3,1
Plastic masses and product of plastic masses 226184 3,0

Source: Monstat

Graph 6.5

Structure of exports from Montenegro in the period January —
June 2010 by countries, in %
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The highest imports, observed by groups of countries, was recorded from CEFTA countries amounting to
EUR 300.4 million (39.8%) and it declined by 4.1 percentage points in relation to the same period of 2009. The
imports of goods from EU Member States amounted to EUR 281.1 million, or 37.3 of total imports. Observed
individually by countries, the highest imports was from Serbia (EUR 192 million or 25.5%), Bosnia and
Herzegovina (EUR 57 million or 7.6%) and Germany (55.8 million or 7.4%).



Graph 6.6
Structure of exports and imports in the period January — June
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Table 6.5

Structure of exports and imports from Montenegro in the period January — June 2009 and 2010 by
countries, in EUR thousands

EXPORT IMPORT Balance
January - January - January - January - January - January -
June 2009 June 2010 June 2009 June 2010 June 2009 June 2010

EU (27) 71.633 75.531 309.704 281.126 -238.071 -205.595
Greece 30.882 26319 33.828 41.389 -2.946 -15.070
Italy 16.570 16.349 56.075 48.521 -39.505 -32.172
Italy 1.565 963 52.905 55.791 -51.340 -54.828
Slovenia 9.465 9.321 42.199 27777 -32.734 -18.456
Austria 623 879 30971 25.982 -30.349 -25.103
Hungary 7.043 11414 9.903 6.108 -2.860 5.306
CEFTA 49.332 59.813 337.534 300.425 -288.202 -240.612
Albania 2678 3.625 5227 3873 -2.549 -248
ﬁgﬁ;;;i:ia 7.567 9.757 42,058 57.066 -34.491 -47.309
Croatia 1.275 1.578 49.089 35.640 -47.813 -34.062
Moldavia 0 0 36 63 -36 -63
Serbia 31.154 36.748 231399 192.058 -200.245 -155.310
Macedonia 565 347 9.088 11.347 -8.523 -11.001
Kosovo 6.091 7.758 637 377 5454 7.381
EFTA 130 1.327 31.775 8.999 -31.646 -7.673
OTHER

COUNTRIES 2.533 5.455 88.928 163.484 -86.395 -158.029
Russia 648 538 15.394 16441 -14.746 -15.904
USA 164 258 8.030 6.653 -7.866 -6.395
TOTAL: 123.627 142.126 767.940 754.034 -644.313 -611.908

Source: Monstat

2009 and 2010 by groups of countries, in EUR thousands
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= Total visible exchange with the EU Member

States and the countries signatories of the CEFTA
agreement recorded deadlines in relation to
the same period of 2009 by 6.5% and 6.9%,
respectively. The volume of visible exchange with
other countries increased by 84.7%, while visible
exchange with EFTA group recorded decline
(67.6%).




Box 6.2 - Global visible trade in 2010

Graph 1

Global visible exports, Q1 2007 — Q2 2010 (index Q1 2005=100)
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Graph 2

Monthly exports and imports of goods at the global level (index
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In the first six months of 2010,
the volume of visible exchange
atthe globallevel rose by about
25% in relation to the same
period of 2009. Such strong
increase in visible exchange is
the continuation of the trend
started in the first quarter of
2010. The export of goods in
the Q2 of 2010 increased by
about 7% as compared to the
Q1 recording increasing trend
starting from the first quarter
2009 (Graph 1).

The external trade statistics of
70 selected countries, which
cover about 90% of the global
visible trade, shows that the
goods exchange is on the
recovery path, however still
far away from the volume
recorded in mid-2008. The
sharp decline was recorded
in end 2008 when the global
economy suffered recession,
which primarily affected the
visible exchange. A mild and
relatively constant increase in
the visible exchange volume
was recorded in 2009. Global
trade in June 2010 recorded
the highest values after more
than a year, thus indicating
the relatively fast recovery of
the global visible exchange
(graph 2).

All regions recorded the recovery in the visible exchange. Exports and imports of Asia in the Q2 2010
increased by more than 35%, compared to the same quarter of 2009. Export of goods from Africa
and the Middle East increased by more than 35%, mostly as the result of the increase in prices of
goods and the increased demand from the USA and Asia. Exports in Europe increase by 13%, while
the Commonwealth of the Independent States recorded the highest exports increase of 44%. In the
2Q 2010, the European Union recorded the increase in the exports and imports by more than 13%,
compared to the second quarter of 2009.
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6.1.2. Services

In the first two quarters of 2010, the international exchange of services recorded surplus amounting to
EUR 43.8 million, which is by 7.8% higher than in the same period of 2009. In 2Q 2010, the volume of
services exchange was EUR 334 million, and it was by 4.2% higher in relation to the same period of 2009.
Positive result was recorded in transports, with the surplus increased by 54.6%, resulting from the increase
in revenues and travels which recorded surplus increase by 7.5%, primarily as the result of lower expenditures
(30.8%), while revenues remained at their previous year levels.

Graph 6.7
Structure of services revenues in the period January — June 2010
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Graph 6.8

Structure of services expenditures in the period January — June
2010
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Revenues from services amounted to EUR
188.9 million and they were 4.6% higher than
in the same period of 2009, as the result of
the revenues increase in the area of transport
and communication services. The majority of
revenues were recorded under travels (EUR 90
million), transport (50.8 million), construction
services (EUR 14.7 million) and other business
services (EUR 14 million).

Expenditures for services amounted to EUR
145 million, which was a 3.6% increase. In the
structure of expenditures, the largest share was
of other business services, EUR 33.8 million, of
which the most significant expenditures were
those for various business services and transport
(EUR31.5million). Expenditures for construction
amounted to EUR 25.5 million, whereas those for
travel amounted to EUR 13 million.

The sub-account of transport services recorded a
surplus of EUR 19.3 million, which was by 54.6%
more than in the same period of 2009. Transport
revenues were EUR 50.8 million, which is 17.4%
more than in 2009, as the result of the increased
revenues in air, railway and road transport. The
largest revenues were from air transport and
maritime transport.

Maritime transport recorded revenues amounting
to EUR 154 million, which is 12.5% less than in
2009, due to lower revenues from trans-shipment

of cargo in ports. Revenues from air transport were EUR 19.3 million, which was 25% more than in 2009,
resulting from the increase in number of passengers in the international transport. The increase in the
number of passengers, beside those on regular lines, was the result of the opened new lines (Skopje, Nis,
Pristina). The road transport recorded revenues of EUR 6.6 million, which is 56.4% more than in 2009.



Total transport expenditures amounted to EUR
31.5 million and they rose by 2.3%. The majority
of expenditures were in air and road transport.
In the reporting period, expenditures from air
transport amounted to EUR 13.8 million, which
is by EUR 2.9% million less in relation to 2009.
The road transport recorded expenditures of EUR
11.9 million, which is 10.2% more than in 2009.

In the first six months of 2010, the estimated
revenues from travel were EUR 90.1 million,
which was somewhat less than in 2009 (EUR
90.4 million). However, more realistic overview
of revenues may be seen after the third quarter
due to the seasonal character of the tourism.
The number of tourist nights was by 1.8% lower
in relation to the first six months of 2009. The
structure of nights made by foreign tourists
shows the greatest number from Serbia, Russia,
Bosnia and Herzegovina, Albania and France.
The tendency in changing the tourist demand
structure is positive, because it increases the share
of tourists coming from developed countries
(France, Great Britain, Sweden).

The surplus in travels in the first two quarters of
2010 amounted to EUR 77, which is by 7.5% more
in relation to the same period 2009 and the result
of lower expenditures by 30.8%.

As for the communication services, revenues
amounted to EUR 8.5 million, or 19.4% more than
2009. The expenditures in this area amounted to
EUR 11.7 million, which resulted in the deficit
amounting to EUR 3.2 million.

Revenues from other business services were
EUR 14 million, 6% less in relation to 2009.
Most revenues were from different business,
professional and technical services (legal and
accounting services, consulting, engineering
services and the like) to the amount of EUR
12.6 million. Expenditures in the observed
period amounted to EUR 33.8 million. Some
EUR 10 million was paid for legal, accounting

External Sector IIAEI

Graph 6.9
Transport revenues in January — June 2009 and 2010, EUR thousand
4 25,000 h
Jan - June 2009
20,000
® Jan - June 2010
15,000
10,000 1—
5000 {— I
: ol TH W
Maritime  Railway Air Road Other
\_ )
Source: CBM
Graph 6.10
Transport expenditures in January — June 2009 and 2010,
EUR thousand
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Structure of foreign tourist nights by countries, in %
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and consulting services. The costs of promotion of domestic products and services at international fairs, the
purchase of advertising material, market research and other types of media advertising amounted to EUR 7.7
million. The outflow of assets for architectonic, engineering and other technical services amounted to EUR
74 million, being 11.2% higher than in 2009. The other business services accounted registered a deficit of
EUR 19.6 million, which is 2.7% more than in 2009.

Theinflow of funds based on the construction projects and facilities of domestic enterprises out of Montenegro,
as well as in Montenegro amounted to EUR 14.7 million, which was at the 2009 level. In the reporting period,
the expenditures for the employment of non-residents in construction were EUR 25.5 million or 61.7% more
than in 2009, which points to the increase in investment activity in this area in the first half of 2010. The
remaining problem was the lack of proper domestic labour force, affecting the increase in outflow due to the
engagement of the foreign construction executi. Increased investment activity primarily characterized the
Q2 2010, pointing to the positive results of measures taken by the Government in order to stimulate demand
and the increase in the construction activity. As for the construction services, the deficit amounted to EUR
10.8 million, being higher than in 2009 (EUR 999 thousand).

In the first two quarters of 2010, Montenegrin residents allocated EUR 6.2 million for international insurance
services, whereas revenues on this basis amounted to EUR 2.3 million. In the reporting period, insurance
services recorded a deficit of EUR 3.9 million, or 16.7% less than in 2009.

6.1.3. Factor Income

The factor income account recorded a surplus of EUR 1 million in the reporting period, unlike the same
period of 2009 when the surplus amounted to EUR 9.3 million. Revenues from factor income amounted to
EUR 76.4 million, which is 6.7% less than in 2009. The largest portion of these revenues was compensations
of employees of EUR 73 million, which is a 6.2% decline compared to the same period of 2009. Revenues for
income on international investments were EUR 3.4 million.

In the reporting period, expenditures for factor
income amounted to EUR 754 million, which
is 3.9% more than in 2009. The increase in
expenditures was the result of the increased

Graph 6.12
Structure of revenues from factor income in the period January —
June 2010
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~ outflow arising from interest payout. Of total
expenditures, EUR 72 million related to income
from international investments (investments in
the form of loans, foreign direct and portfolio
investments), and EUR 3.4 million to salaries to
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expenditures from international investments,
96% EUR 52.3 were interest payment, which is 8.3%
more than in the same period of 2009. The
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Source: CBM

EUR 19.7 million, or 8.9% less than in 2009.



6.1.4. Current transfers

In the first half of 2010, the inflow arising from current transfers rose due to higher remittances increase. The
current transfers balance in the first two quarters 2010 was EUR 53.8 million, which was 41.6% more than

in the same period of 2009.

The total inflow from current transfers in the
observed period amounted to EUR 68 million,
which is by 24.8% more in relation to the same
period of 2009. Observing the period 2009-2010,
the inflow of transfers to Montenegro recorded
the upward trend (with the slight decline in the
first quarter of 2010), while the outflow declined
due to lower state sector outflow.

In the structure of revenues, EUR 56.4 million
referred to other sectors and EUR 11.7 million
to the government sector. Of total inflow of other
sectors transfers, EUR 33.5 million referred
to remittances, whereas the inflow from other
transfers (inheritance, maintenance, gifts and
assistance) was EUR 229 million. In the same
period, the expenditures for current transfers
amounted to EUR 14.4 million, which is 13.6% less
than in 2009. In the structure of expenditures, the
government sector accounted for EUR 3.4 million,
and EUR 11 million referred to other sectors.

Graph 6.13
Current transfers sub-account trends, in EUR thousand
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Box 6.3 — Remittances - Trend analysis and projections

In the last several years, the global increase trend of remittances was recorded as the result of large
migrations of the developing countries population, excluding 2009, when these flows declined against
the backdrop of the crisis. Large population migrations were primarily the result of poverty in the
developing countries, as well as higher average population age in the developed countries and the
labour force need.

Accordingtointernational standards, remittancesinclude remittances ofemployeesand compensations
to employees. Compensations to employees include salaries of residents working abroad for the
period shorter than a year, while remittances include migrant’ transfers from abroad. Unlike private
capital flows (FDI, portfolio investments, loans, etc) which record significant decline during the crisis,
remittances are an important source of financing in many countries and they show flexibility during
the crisis, which may be seen from the graph below where the decline in remittances in 2008 and 2009
was largely lower than the decline in other capital flows decline.
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The effects of remittances to
borrower countries primarily
depends whether they are
used for the investment or
personal consumption and
depending on that, they
may affect the increase of
production or  domestic
demand. However, it is very
difficult to present these
trends, because migrant
often use informal money
transfer channel which leads
to significant biases when
comparing  inflows and
outflows at the global level. In
2009, according to hte World
Bank estimates, remittances
officially recorded in the
World amounted to USD
414 billion, or 6.7% less than
in 2008, while respective
growths of 15%, 21.4% and
15.6% were recorded in 2008,
2007 and 2006.

Out of total registered
remittances in 2009, USD
316 billion or 76% referred
to developing countries.
The structure of officially
registered remittances in
developing countries shows
that the Eastern Asia and
Pacific made up 27.2%,
followed by Southern Asia
(23.7%) and Europe and
Central Asia (14.6%). The
highest decline of remittances
in 2009 (20.7%) was recorded
in Europe and Central Asia
region, due to deteriorated
economic situation in
developed countries and
the decline in the number

of employees. According to the World Bank projections, these flows are expected to recover in the
coming period, as well as the remittances shall increase in 2010 and 2011 to 5.7% or 6.3%, respectively.

According to World bank's report, of the countries in the region, Bosnia and Herzegovina is among
countries largely depending on the inflows of remittances. In 2008, Bosnia and Herzegovina was the
14th country in the World by the share of remittances in the GDP (15%), being at the 2nd place in
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Europe behind Moldova where the value of officially registered remittances made up one third of the
GDP. Besides Bosnia and Herzegovina, the significant share of remittances in the GDP was recorded
in Serbia (13.9%) and Albania (13.6%). Although Montenegro recorded lower inflow from remittances
than other countries in the region, these assets are important balance of payments item. In 2009, the
inflow from remittances amounted to EUR 217.4 million, or 7.2% of GDP, or 73.4% of the total exports
value in 2009 (EUR 296.3 million). However, it had been recorded that these funds are mainly used for
personal consumption, thus affecting the increase in aggregate demand and exports.

6.2. Capital and Financial Transactions Account

Within the capital-financial balance, the net
inflow amounting to EUR 329 million was
recorded in the first half of 2010. The FDI account
registered high inflow regardless of the absence
of large privatizations in the first half of 2010.
Portfolio and other investments recorded net
outflow of assets.

Net FDI inflow in the period January - June 2010,
according to preliminary data, amounted to EUR
314.3 million or 3.7% less than in 2009. Total
FDI inflow in the observed period amounted to
EUR 370.5 million or 7.1% less in relation to the
same period of 2009. The highest monthly inflow
was recorded in June at the amount of EUR 134
million, which is by 54.2% more than in June
2009.

In the FDIs structure, investments in local
companies and banks accounted for the largest
share of EUR 204.8 million or 11.5% less than in
the same period of 2009. Some EUR 82.4 million
was in the form of intercompany debt, which was
a4.3% decline. Real estate investments amounted
to EUR 77.3 million being lower by 4.7%. The
inflow from withdrawing funds invested abroad
by residents amounted to EUR 5.9 million.

Graph 6.14

Financial account structure by investments categories,
in EUR thousand
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Graph 6.16

Structure of foreign direct investments inflow in the period
January - June 2010
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Box 6.4 — Foreign Direct Investments in the World - trends and projections®

In 2009, global FDI flows reached their lowest values in the last few years. This was followed by the
modest recovery in the first half of 2010, which gave indications of the possible recovery of FDI flows
in the short term period. After the decline by 16% in 2008, global FDI inflows declined by 37% to USD
1,114 billion in 2009, while outflows declined by 43% to USD 1,101 billion.

In 2010, according to

Graph 1 UNCTAD’s quarterly index,
Global Quarterly FDI index, Q1 2000 - Q1 2010 FDI flows recorded increase.
(index = 2005 average) Compared to the same period
of 2009, cross-border mergers
é ) and acquisitions increased by
350 36% in the first five months
300 of 2010. It is expected that the
annual FDI flows in 2010 shall
250 recover, due to the accelerated
200 —— uprise of the global economy,
150 the corporates profitability
growth and the recovered

100 market prices (graph 1).
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' UNCTAD, World Investment Report 2010



Graph 2 when it would reach the value
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strong incentive for further

investments, are on the
recovery path since mid-2009 and their further growth is expected in 2010 as well. Moreover, with more
trade and operations at the stock exchanges, better possibilities for FDI financing may be expected.
Cross-border mergers and acquisitions shall largely affect the FDI recovery. Numerous economy
restructuring, privatizations of companies during the economic crisis, liberalization and promotions
shall enable translational companies to be more included in FDI flows and to be the growth generators.

Total FDI outflow in the period January - June 2010 amounted to EUR 56,2 million which is by 22.6% less in
relation to the same period of 2009. The highest outflow was recorded from the intercompany debt amounting
to EUR 404 million. Investments of Montenegrin residents in foreign banks and companies amounted to
EUR 5.7 million, the outflow from real estates was EUR 7.2 million, whereas the outflow from the withdrawal
of a part of foreign capital in local banks and companies was EUR 2.8 million.

In the first two quarters of 2010, the portfolio investment sub-account recorded an inflow of EUR 8.8 million,
which is 60.2% less than in 2009. Investments into domestic securities amounted to EUR 4.5 million, being
46% less in relation to 2009, whereas the withdrawal of monetary assets invested into foreign securities
amounted to EUR 4.3 million. Simultaneously, outflow of funds from portfolio investments amounted to EUR
94 million. The largest part of outflow (EUR 8.5 million) was for withdrawing funds invested into domestic
equity securities, while EUR 965.7 thousands was for investments of residents into foreign securities. In the
observed period, the portfolio investments account recorded net outflow amounting to EUR 617 thousand,
which is much less than in the same period of 2009, when the net outflow amounted to EUR 29 million.



Box 6.5 — Changes and developments of investment policies in the World

Current trends in investment policies may generally be characterized as further liberalization and
facilitation of FDI entry. However, there was simultaneous intensifying of the efforts to adjust FDIs
to some social and public objectives, like environment protection, poverty reduction and the like.
This dichotomy in running the FDI policy is present at both national and global level, with the more
emphasis to the role of state in the whole process. The network of international investment contracts
is still expanding. The investment policy creators intend to show higher interaction between the
investment policies and other policies, including those referring to economic, social and ecological
issues.

Out of 102 measures referring to FDIs enacted by national governments in 2009, the most of them (71)
has been in the direction of further liberalization and promotion of foreign investments. The most
commonly introduced measures included the liberalization in the sale of land, opening of previously
closed sectors, removing monopoly, privatization of state companies and reducing tax rates in some
countries.

Despite the general liberalization trend, the measures imposed by 31 countries were appointed to
higher regulation of FDI. Some of those groups of measures meant new limitations for the share
of foreign ownership in companies, deteriorated entry of foreign investors, expropriation and
nationalization (table 1).

Table 1
National regulatory measures in the period 2000 - 2009

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Number of countries that
introduced measures

Number of regulatory measures 150 207 246 242 270 203 177 98 106 102
Liberalization / promotion 147 193 234 218 234 162 142 74 83 71
Regulation/limiting 3 14 12 24 36 41 35 24 23 31

70 71 72 82 103 92 91 58 54 50

Source: UNCTAD, World Investment Report

In the first two quarters of 2010, other investments sub-account recorded net outflow amounting to EUR 79.9
million. Net inflow amounting to EUR 23.2 million was recorded in the same period of 2009. In the reporting
period, banks reduced their liabilities to abroad by EUR 51.5 million. Compared to the same period of 2009,
the private sector and state sector recorded increased borrowings. The inflow from withdrawing loan funds
by the private sector amounted to EUR 130 million, which is significantly more than in 2009 (EUR 41.5
million), while the outflow arising from the repayment of principal amounted to EUR 60.4 million, which is
by 60% more than in the same period of 2009.

At the end-June 2010, monetary assets of the Central Bank at the vault accounts abroad declined by EUR 95.5
in relation to end-2009.
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HEDONIC INDEX OF REAL ESTATES FOR MONTENEGRO - June 2010

The CBM has performed its regular survey on real estate prices in Podgorica. Calculation of average price
of dwelling in Podgorica for the second quarter 2010 was based on the sample drawn on the population of
72,917 dwellings that correspond to locations Podgorica 1, Podgorica 2 and Podgorica 3. These three cadastral
municipalitiesaccordingto the data of Real Estate Directorate Podgorica, including 82 cadastral municipalities,
are the most representative part of Podgorica, since they cover the narrowest urban settlements. On the basis
of random sample based on 2500 housing units, the number of questionnaires properly filled in was 532, i.c.
the total coverage was 21.28%.

Questions in the questionnaire referred to the quality characteristics of dwellings (heating, possession of
internet connection, number of rooms, number of balconies, etc.) with the primary objective to realize the
relative influence of these quality characteristics to the value of the dwelling. The subjective assessment of the
value was achieved by asking the question: Below which price the owner of the dwelling would not sell it, on
the reference day?

On the basis of the received results, the econometric model was done thus giving the following results:

The average price of housing object square meter*” in June 2010 was for Podgorica EUR 1,191, which is a
3.24% decline in relation to average price of square meter in September 2009 when it amounted to EUR 1,191.
However, in relation to March 2010, the prices of real estates were on increase, recording a 2.9% increase,
when it amounted to EUR 1,128.3. It means that after ten successive quarters of real estate prices (last quarter
of 2007), the real estate market has shown signs of stabilization.

The average square meter price of housing object-house in June 2010 was EUR 1,094, which is a 7.25%
increase in relation to September 2009, while the average square meter price of housing object-flat was EUR
1,242, which is 6.7% less than in relation to September 2009.

32 The price of flat of average age in Podgorica



Graph 7.1
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Table 7.1

Summary statistics of average value, standard deviation, minimum and maximum price of some types of

housing objects, in EUR

. Number of Average St. Min. Max.
Variables - . .
observations value Dev. price price
Average price of dwelling space 529 1191 333 800 3000
Average price of dwelling space - house 356 1094 382,77 800 2333
Average price of dwelling space - flat 529 1242 274,65 800 3000

Source: CBM, 2010

Histogram of housing objects price distribution, June 2010
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Prices of housing objects, at the individual level,
varied from EUR 3000 at the exclusive locations,
to EUR 800 at suburbs The primary trend is the
diversification of prices by zones, pointing that
the demand for apartments has significantly
differentiates, and that there is good information
of the potential demand on the price trends at
different locations.

Thus, the price of square meter in Podgorica for
the zone Podgorica | amounted to EUR 1,359
ranging from EUR 1,200 to EUR 3,000. Thus,
the price of square meter in the zones Podgorica
IT'and Podgorica [Il amounted to EUR 1,232 and
EUR 1,107, respectively.

Graphs 7.1 and 72 show that both time series
— price of dwelling and floor area had similar
distribution and that due to their limitations from
the upper and lower side (dwellings can neither be
less than 10 square meters nor bigger than 1000
square meters, as well as their prices) instead of
levels the logarithms have to be included into
the econometric mode. In addition, it should be
noted that these distributions were as expected,
and these graphs also remind to the revenue
distribution curve.



Descriptive statistics, check of the sustainability of model and the results of the econometric

index of Montenegro, June 2008

According to the importance level, the most influential qualitative characteristics of the housing object
affecting were the price of flat, more balconies, more rooms and possession of garage. These sizes positively
affect the price of housing object, while electricity, as the primary source of energy, negatively affects the value

of the housing object.

Robustness tests show that the model is well specified, and that there are neither problems with the multi-co
linearity (extremely low value of VIF), nor with the functional form (Ramsey Reset test).

Table 7.2

Empirical results of the housing object average price, June 2010

Dependent variable

Ln square area

Standard

Coefficient t-statistics P>t

Ln Subjective price 0,05 0,05 1,08 0,28
Flat>65 m2 - Dummy variable has the value 1 for the 03644 004 274 0,00
housing object larger than 65 square meters ' ' ' '
Balcony 0 - Dummy variable has the value 1 for the housing vxx )

object without the balcony 017 0.6 288 001
Balcony 1-Dummy - Dummy variable has the value 1 for .

the housing object with 1 balcony 017 0.04 268 001
Balcony 2plus-Dummy - Dummy variable has the value 1 s

for the housing object with 2 and more balconies 09 005 276 0.00
Bedroom 0 - Dummy variable has the value 1 for the L0504 010 392 0,00
housing object without bedrooms ' ' ' '
Bedroom 1 - Dummy variable has the value 1 for the . )

housing object with 1 bedroom 025 00> 290 0,00
Bedroom 2plus - Dummy variable has the value 1 for the vk

housing object with more than 2 bedrooms 0.29 00> >0 0,00
Electricity - Dummy variable has the value 1 for the 0,18%%% 004 337 002
housing object using electricity as the main source energy ' ' ' '
Internet - Dummy variable has the value 1 for the housing 017% 003 57 004
object having internet connection ! ' ’ ’
Garage - Dummy variable has the value 1 for the housing pxx

object with garage 023 005 291 0,00
Constant 1,86 033 1,02 0,00
Diagnostics

Number of observations 499
R_squared=0.739

RATIO VIF=2.78

Ramsey Reset test

F(3,280) = 1.59

Prob >F=0.22

Explanation: *importance at 10%, **importance at 5%, ***importance at 1%

As the table 7.2 shows, the number of bedrooms significantly influences the price of the housing object (those
with more than one bedroom have higher price), as well as the possession of balcony.
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The financial crisis and its global escalation in September 2009 spilt over to the real flows and this backfired to
further weaken financial markets. Central banks in synergy with fiscal policy then offered a set of measures
which, although varying by the country, was based on expansive policy of curbing the financial and economic
crisis. The effects of these measures are becoming more discernable, especially in advanced economies.

Thus the global economy saw an over 5% growth in Q1 2010, which is much more than the IMF projection
communicated in April this year. Consequently, the IMF revised its April projection of global output from
3% to 4.5% in June this year. The most significant changes that brought about the projection revision are an
unexpected growth of Asian economies, production and trade that recorded two-digit growths, and a decline
in unemployment in advanced economies.

On the other hand, risks that remain primarily involve the sustainability of fiscal policies that emerged as the
responses to the financial crisis and the sustainability of external debt of advanced economies, in particular
Greece and other countries in the Euro area experiencing difficulties with their external debts (Portugal,
Spain and Italy). In addition, there is a danger that potential prolonging of expansive monetary policy effects
could induce inflation increase on the global level as it is known that these effects are often experienced after
a substantial time lag. Risks in the forthcoming period are a further instability of the banking sector and
potential further decline in real estate prices.

The general IMF recommendation from June 2010 is that advanced economies should focus on creating
medium-term programmes and plans, which would provide stabilization of fiscal deficits whereby
maintaining supportive monetary policy conditions, simultaneously accelerating financial system reform.

In terms of fiscal stimuli trends, the IMF recommends not to withdraw fiscal stimuli until 2011, since they
may have adverse effect to the economic recovery. However, they should not be deepened further, since it may
negatively affect the long-term fiscal deficit rate, which is in 2010 estimated to increase by 1.25 p.p. in relation
to 2009.



Table 8.1
IMF projections of most important macroeconomic indicators

2008 2009 2010 2011 2010 2011 2009 2010 2011
Projections Di;fg :?)npcfogzrt?oﬁzr" QoverQ

Global GDP 3 06 46 43 04 0.0 2 4,2 43
Advanced economies 05 -32 26 24 03 00, -05 23 26
USA 04 -24 33 29 0.2 0.3 0.1 32 2,6
Euro Area 06 -4.1 1 13 0.0 -02| =21 11 1,6
Germany 12 -49 14 16 02 =01 =22 13 1,7
France 01 =25 14 1,6 -0.1 -02| -04 1,5 1,7
Italy -13 50 09 11 0.1 -0.1 -28 11 1,3
Spain 09 -36 -04 06 0.0 -03| -31 -0. 1,2
Japan -12 =52 24 18 0.5 -02| -14 11 3
Great Britain 05 -49 1,2 2,1 -0.1 -04| -3.1 2,1 1,9
Canada 05 -25 36 28 0.5 -04| -1.1 4 26
Other advanced economies 17 =12 46 37 0.9 -02| 31 34 46
Newly industrialized Asian economies 18 -09 67 47 1,5 -02| 6,1 43 63
Developing economies 61 25 68 64 0.5 -0.1 57 69 68
Central and Eastern Europe 31 -36 32 34 04 0.0 2 23 35
Commonwealth of Independent States 55 -66 43 43 03 0.7
Russia 56 =79 43 4] 03 08| -38 3,7 39
Developing Asia 77 69 92 85 0.5 -02| 98 9 87
China 96 91 105 9,6 0.5 -03] 121 98 9,6
India 64 57 94 84 0.6 0.0 73 103 8
ASEAN 53 4,7 1,7 6,4 55 1 -0.1 51 49 6,8
Middle East and North Africa 53 24 45 49 0.0 0.1
Sub-Saharan Africa 56 22 5 59 03 00
Western Hemisphere 42 -18 48 4 0.8 0.0
Brazil 51 -02 71 4,2 1,6 0.1 44 53 4,3
Mexico 15 -65 45 44 0.3 -0.1] -24 35 4,3
EU 09 41 1 16 0.0 02| =22 13 1,7
World trade volume 28 -113 9 63 2 0.2
Imports of advanced economies 05 -129 72 46 1,8 0.0
Ierl\(;))rc]);;g‘semerging and developing 86 83 125 93 28 17
Exports of advanced economies 18 -126 82 5 16 0.0
E)c(gg:;?efsemergmg and developing 45 -85 105 9 22 06

Source: IMF Macroeconomic Outlook, July 2010

Another IMF recommendation points out that the advance economies should pay special attention to bank
recapitalization; bank consolidation and institutional reforms of the banking sector. Therefore, large level of
capital buffers is required to absorb the adverse effects of the increasing non-performing loans in the coming
period.



Finally, with regards to the structural policy, the IMF recommends that structural reforms in emerging
markets, have to be continued primarily at the labour market, leading to the improved competitiveness.
Also, tax-reform efforts should rather be based on creating conditions for encouraging investments, than to
sharpening tax rates (income tax, VAT), which may adversely influence the private demand growth, yet to be
recovered.

8.1. Economic trends
8.1.1. Advanced economies

USA - In Q1 2010, the USA recorded an increase in economic activity in relation to the previous year, yet
showinga slowdown in comparison with Q4 2009 when it was 5.6%. First assessments indicate a 3.2% annual
increase in Q1, showing the economic activity uptrend for three subsequent quarters. The USA growth in Q2
amounted to 2.4%, in comparison with the last quarter of 2009.

Minor slowdown in GDP was primarily due to a decline in the private sector inventories. At the same time,
exports reduction and housing prices stagnation reflected on the economic slowdown. On the other hand,
domestic consumption picked up pace and rose by almost 2.1 percentage points in Q2 2010 (the highest
increase in the last three years) or 11% at the annual level, thus having positive effects on the private sector's
profit increase of 5.5% in comparison with Q1.

As for the unemployment rate, it oscillated from 9.7% in March, rising to 9.9% in April, again coming down
to 9.7% in May and staying at the level of 9.5% in June. The only positive steps forward in both Q1 and Q2
is the employment of highly qualified staff and health care personnel. In addition, it is estimated that the
unemployment rate will move downward by 1.1 percentage point by the end of 2010.

As for real salaries, their increase was insignificant, a mere 0.1 percentage points. According to the U.S.
Department of Labor, USA productivity declined in Q2 2010 by 1.8%, which is a substantial downturn if
compared to the annual productivity increase in Q1 of 6.1%. Regardless of productivity increase, numerous
analysts believe that the labour market will face a very slow recovery in the forthcoming period, largely
depending on productivity rather than on employment increase.

The inflation rate in Q2 amounted to 1.1% at the annual level, as compared to 2.3% in March this year, which
is mostly due to a decline in energy prices and revived domestic demand regardless of salaries™ stagnation.

The Federal Open Market Committee (FOMC) retained low interest rates between 0% and up to 0.25%, with
the plan not to make any corrections in the long-term, whereas the discount rate also remained at the low
0.75%.

Japan

The Japanese economy has finally started showing signs of recovery, primarily owing to an increase in
aggregate external demand from the Chinese and the EU market, but there has been no similar trend when it
comes to domestic demand as it shows revival at a very slow pace. An increase in exports and productivity, as
well as the growing investment activity of the private sector, will drive further economic growth, but inelastic



unemployment, a decline in real salaries that affect poor aggregate demand of the private sector (-0.1%) and
a decrease in the state investments (-0.1%) represent reasons for concern. Thus, real GDP rose by 1.2% in Q1
this year (see Table 8.2) primarily owing to the exports increase (quarterly increase of 0.9%).

Industrial output continues trending upward, accompanied by a substantial 7% increase in Q1, and a much
slower growth of 1.4% in Q2 due to seasonal adjustments, but it is important to note that industry has been
recording increases for five consecutive quarters.

Exports record substantial annual increase of 9.5% in Q2 mostly to China (regardless of monthly decline of
1.6% in June this year), the USA and the EU, thus staying on the upward path for five consecutive quarters. On
the other hand, monthly developments show that exports dropped in June by 0.3%.

As for unemployment growth that amounted to 5% at end-QI this year, the rate remained at 5.3% in June
which is the third month in a row, whereas real salaries remained at their Q1 levels.

As for unemployment growth that amounted to 5% at end-QI this year, the rate remained at 5.3% in June
which is the third month in a row, whereas real salaries remained at their Q1 levels.

The QI increase in prices has been gradually slowing down, primarily owing to the stagnation in the prices of
consumer goods and further exploitation of the existing inventories. Price stability has been preserved so that
Q2 CPl inflation amounted to 0.2% in June this year, which is a 0.1 percentage point decline in comparison
with the previous month. Inflation remains stable both owing to the low prices of oil and agricultural
products, and it is generally assumed that there will be no inflationary pressures in the forthcoming period.

Table 8.2

Overview of most important macroeconomic indicators of the Japanese economy

2009. 2010 2010
Q1 Q2 Q3 Q4 Q1 Q2

Real GDP -3,6 1,5 -0,1 1,0 11 0,1
Domestic demand -3,0 -0,3 -0,5 0,4 0,5 -0,2
Private demand -33 -06 -04 0,3 04 -0,1
Private consumption -0,8 0,7 04 04 03 0,0
Non-residential investments -1.3 -06 -03 01 01 01
Residential investments -0,2 -03 -0,2 -0,1 0,0 0,0
Private inventory -09 -04 -0,2 -0,2 0,1 -0,2
Public demand 03 03 -0,1 0,1 0,1 -0,1
Public investments 0,1 03 -0,1 -0,1 00 -0,1

Net exports of goods and services -0,6 1,8 03 0,5 0,6 03
Exports -38 1,2 11 0,7 1,0 09
Imports 32 06 -0,8 -0,2 -04 -0,5
Nominal GDP -3,7 -0,1 -0,6 0,1 14 -0,9

Source: Monthly report of the Bank of Japan, September 2010



8.2. European Union (EU) and the Euro Area

Economic activity - Although the general opinion is that the EU economic growth is below its actual
potential, its recorded output was higher than that forecasted, resulting in the 2010 forecast revision. Namely,
due to an increase in external demand and the related industrial output growth, the exports and domestic
demand resurged, in particular household consumption, and all that led to an accelerated growth of the EMU
and the EU countries. Thus the EMU and EU growths in 2010 are estimated at 1.8% and 1.7%, respectively,
which represents improved estimate in relation to that communicated by the European Commission in April
2010 when the EU economic growth was at the level of 1%.

The EU GDP growth in Q2 this year amounted to 1%, thus increasing as of the previous quarter when it saw
a modest increase of 0.3%. Economic growth in Q2 was higher than the 0.4% projected by the European
Commission.

Table 8.3
EU and Euro Area GDP growth - European Commission projections

EU 2009 2010 2011
Annual GDP growth -1,7 02 0.6
Q4/Q4 -2.3 14 19
Average 4,2 1 1,7
Euro Area 2009 2010 2011
Annual GDP growth -1,7 03 0.5
Q4/Q4 -2,2 1 1,7
Average -4,1 09 1,5

Source: European Commission, Economic Forecast, Spring 2010

Speaking of the EU growth components in Q2, the main reasons for this increase are growing domestic
consumption and investments (cumulatively contributing to the economic growth with 0.6 percentage
points) in relation to the combined growth in net exports and inventories which contributed to an aggregate
growth of 0.3 percentage points. It should be noted that the economic growth also reflects temporary factors
such as an increase in construction work due to the lagging behind during winter. It is assumed that the
economy will continue growing to increase by 0.5% in Q3 and 0.4% in Q4.

The elements that point to a further recovery of the economy reflect in the continued growth in investments
and consumption to lead to the traditional level of the capacity utilization of 80%. On the other hand,
regardless of a modest recovery of available income, a decline in private sector depositing and the labour
market stabilization indicate that private consumption will continue growing in the forthcoming period.



Box 8.1 - How has the financial crisis affected the divergence of business cycles in EMU
member states?

Relative convergence or high level of business cycles synchronization of EMU, is very important for the
conduct of a single monetary policy, so that they may have the expected effect. To wit, the existing
significant differences in business cycles condition the uncoordinated implementation of monetary
and fiscal measures, which result is very difficult to summarize at the EMU level. Empirical results,
based on data up to 2005, have shown that there is high level of synchronization at the EMU level, as
well as that the ,output gap” is rather equally distributed among the member states. There are two
basic indicators of non-matching business cycles: time and amplitude.

The first dimension means that business cycles do not match among member states, while other dimension
assumes that the relative power of amplitudes inside business cycles is different among countries.

Empirical analysis based on the dispersion of output gaps, as the indicator of disproportion and the
situation in the business cycle, showed that there was high level of convergence and synchronization
in the EMU Member States’ business cycles until 2006. However, de-synchronization reappeared in
2007 pointing out four countries which business cycles with many differences to the remainder of EMU:
Finland, Ireland, Spain and Greece. These countries came into recession with the expressed positive
output gaps in relation to the remaining member states. It has proved that credit growth in all four
countries, as well as the increase of domestic demand and private sector borrowing, caused by credit
growth, affected the abrupt increase of output gap. In the case of Greece, this effect was multiplied
with expansive fiscal policy, as well as by significant opening of Finland through the visible trade
growth with the USA market.

In the moment when all EMU

Graph 1 member states entered into
Average cyclical component of EMU domestic demand in relation the financial crisis in 2008, all
to Italy, Spain, Finland and Greece, in% of trend, 1980-2009 of them had similar reactions
of business cycle and more-
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Source: Quarterly Report on the Euro Area, July 2010 that the domestic demand. in

the very short period, had to
be significantly adjusted after the credit expansion in the period before the crisis (see Graph 1), while
Finland had to adjust to great trade dependence on the USA market swiftly.



It has been assumed that, in the long-run, these countries should have divergent business cycles
compared to the remaining member states, especially taking into account that these countries
implemented the score of structural measures, mostly directed towards the correction of private
demand. Itis assumed that these countries, mostly concentrated to the decline of external borrowings,
shall continue with slower economic growth, which may mean further divergence of business cycles
with other member states, which may have adverse effect to the coordinated implementation of ECB
monetary measures.

Labour market - It represents one of the segments of the EU economy that was most severely hit by the crisis
and that started showing some signs of recovery in Q2 this year. Nevertheless, the unemployment rates in the
Euro Area and the EU remained at the levels of 10% and 9.6%, respectively. Forecasts on the unemployment
rate remained at the April 2010 levels of 9.75% and 10.5% in the EU and the EMU, respectively. The European
Commission expects the financial crisis effects to be felt almost five years and induce an increase in long-term
unemployment of some (.7 percentage points.

Table 8.4
Projections of unemployment rate (%), European Commission

2007 2008 2009 2010 2011
Belgium 7.5 7,0 7.9 838 9,0
Germany 84 73 7.5 7.8 7.8
Ireland 46 6,3 11,9 13,8 13,4
Greece 83 7,7 9,5 11,8 13,2
Spain 83 11,3 18,0 19,7 19,8
France 84 78 9,5 10,2 10,1
Italy 6,1 6,7 78 88 8,8
Cyprus 4,0 36 53 6,7 7.0
Luxembourg 42 49 54 6,1 6,4
Malta 6,4 59 6,9 73 72
Netherlands 3.2 28 34 49 52
Austria 44 3,8 48 51 54
Portugal 8,1 7.7 9,6 99 99
Slovenia 49 4,4 59 7,0 73
Slovakia 1,1 9,5 12,0 14,1 13,3
Finland 6,9 6,4 8,2 9,5 92
Euro Area 7,5 7,5 94 10,3 104
Bulgaria 6,9 56 6,8 79 7.3
Czech Republic 53 44 6,7 8,3 8,0
Denmark 38 33 6,0 6,9 6,5
Estonia 4,7 55 13,8 15,8 14,6
Latvia 6,0 7.5 17,1 20,6 18,8
Lithuania 43 58 13,7 16,7 16,3
Hungary 74 7.8 10,0 10,8 10,1
Poland 9,6 7,1 82 9,2 94
Romania 6,4 58 6,9 8,5 79
Sweden 6,1 6,2 8,3 9,2 8,8
Great Britain 53 56 7,6 7.8 74
EU 71 7,0 89 98 9,7
USA 4.6 58 93 9,7 9,8
Japan 39 4,0 5,1 53 53

Source: European Commission, Economic Forecast, Spring 2010



The current account deficit - Q2 2010 was also marked by significant adjustments and corrections of current
and capital accounts of the EU countries due to the revival of external demand, changing oil and oil derivatives
prices, declines in food products prices, and reduced levels of foreign direct investments. At end-June this
year, the Euro Area recorded a EUR 50.8 billion deficit or 1.1% of GDP, as compared to the current account
deficit in the same period in 2009 of EUR 44.7 billion.

Table 8.5
Current account deficit, % of GDP

2007 2008 2009 2010 2011
Belgium 3,7 0,2 2,0 30 33
Germany 79 6,6 50 438 48
Ireland -5,3 -5,2 -2,9 -0,9 -06
Greece -14,7 -13,8 -13,1 -10,3 -8,6
Spain -10,0 -9,5 -51 -4.6 -4,5
France -2,3 -33 -29 -33 -36
Italy -1,8 -3,1 -3,2 -3,2 -29
Cyprus -11,7 -17,7 -8,5 -7,1 -7,0
Luxembourg 9,7 53 -04 0,9 1,5
Malta -6,2 -54 -39 -49 -44
Netherlands 8,5 42 39 59 6,4
Austria 34 36 29 3,1 4,1
Portugal -9,8 -12,1 -10,5 -10,1 -10,0
Slovenia -4,5 -6,2 -09 -14 -1,6
Slovakia -5,1 -6,7 -3,1 -4,5 -4,1
Finland 43 35 1,5 1,1 13
Euro area 03 -09 -0,6 -04 -0,3
Bulgaria -22,5 -229 -9,6 -6,0 -5.2
Czech Republic -2,6 -34 -1,0 -0.3 -1,5
Denmark 1,5 2,2 4,0 39 37
Estonia -17.9 -94 4,6 49 38
Latvia -22,5 -13,0 8,7 83 4,6
Lithuania -15,1 -1 2,6 2.8 2,0
Hungary -6,5 7.2 04 -0.2 -03
Poland -572 -5,0 -1,6 -2,8 -33
Romania -13,6 -12,7 -4.4 -4.4 -5,6
Sweden 9,1 9,5 71 6,1 6,1
Great Britain -2,7 -1,5 -13 -1,8 -2,0
EU 04 -1,1 0,5 04 04
USA -52 -49 -3,0 -3,7 -3,7
Japan 48 3.2 28 3,1 25

Source: European Commission, Economic Forecast, Spring 2010

Inflation - The HICP inflation trended up in Q2 2010. To wit, due to the increase in the prices of consumer
goods and a mild growth in the energy and food prices, the euro area inflation amounted to 1.5% at the
annual level, which is in line with the April projections of the European Commission. Core inflation dropped
from 1.5% in June 2009 to 0.8% in June this year.
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As for the prices movements in the EU, the annual HICP amounted to June 2010, which is 0.3% more than
projected by the EC, primarily due to an upsurge in prices in Great Britain (of 3.2%).

Table 8.6
Projections of inflation in the EU and euro area until 2010

Euro area European Union
2007 2008 2009 2010 2007 2008 2009 2010
Personal consumption deflator 22 29 0.5 1,2 23 3 0.8 13
GDP deflator 23 23 1,5 1,22 26 2,6 1,5 1,3
HICP 2,1 33 04 1,2 24 37 0.9 13
Unit labour costs 1,7 33 34 0.1 2 35 33 0.2
Import deflator 1,2 39 -4,2 1,8 09 4,7 -1,6 2

Source: Economic Forecast, European Commission, Spring 2010

Table 8.7
Projections of HCPI in the EU and Euro area until 2011

2007 2008 2009 2010 2011
Belgium 1,8 4,5 0,0 1,6 1,6
Germany 23 28 0,2 13 1,5
Ireland 29 3,1 -1,7 -13 0,8
Greece 30 472 13 3,1 2,1
Spain 2,8 4, -0,3 1,6 1,6
France 1,6 32 0,1 14 16
Italy 2,0 35 0,8 18 2,0
Cyprus 272 44 0.2 2,7 2,5
Luxembourg 2,7 4,1 0,0 2,6 2,0
Malta 0,7 4,7 18 2,0 2,1
Netherlands 1,6 2,72 1,0 13 1,5
Austria 2.2 32 04 13 15
Portugal 24 2,7 -09 1,0 14
Slovenia 38 55 09 18 2,0
Slovakia 19 39 0,9 13 2.8
Finland 1,6 39 1,6 1,7 19
Euro area 2,1 33 0,3 1,5 1,7
Bulgaria 7,6 12,0 2,5 23 1,5
Czech Republic 3,0 6,3 0,6 1,0 13
Denmark 1,7 36 1,1 23 15
Estonia 6,7 10,6 0,2 13 2,0
Latvia 10,1 15,3 33 -3,.2 -0,7
Lithuania 58 11,1 472 -0,1 1,4
Hungary 79 6,0 4,0 4,6 2,8
Poland 2,6 4,2 40 24 14
Romania 49 79 56 43 30
Sweden 1,7 33 19 1,7 1,6
Great Britain 23 36 272 24 14
EU 24 3,7 1,0 1,8 1,7
USA 2.8 38 -04 1,7 03
Japan 0,0 14 -14 -0,5 -04

Source: Economic Forecast, European Commission, Spring 2010



Projection horizon until end-2010 indicates further significant declines in inflation with the HICP levels of
0.4% and 0.9% in the euro area and the EU, respectively, whereas positive responses to expansive monetary
and fiscal policy measures will begin to slightly recover consumer prices so that the respective forecasted
inflation is 1.2% and 1.3% (Tables 8.6 and 8.7).

Fiscal policy and external debt - Almost all EU and euro area countries have implemented a wide range of
expansive fiscal policy measures, which conditioned temporary derogations from the Maastricht Criteria. The
fiscal deficit in 2010 is projected at 7.25%. It is expected that fiscal deficits in all EU countries, except Sweden,
Bulgaria and Estonia, will exceed the level of 3% of GDP. The reason for the further fiscal deficit increase
lies in the fact that automatic stabilizers are still in effect, entailing substantial costs relating to expenses for
social programmes. In addition, the European Economic Recovery Plan (EERP) is in full force and it foresees
substantial fiscal stimuli aimed at increasing investments and assisting small and medium-sized enterprises.
At the same time, the external public debt is projected to increase in 2010 and to reach, taking into account
guarantees, 84% of GDP.

Table 8.8
Projections of fiscal expenditure and public debt in the EU and the euro area

Euro Area EU
2007 2008 2009 2010 | 2007 2008 2009 2010
TOTAL REVENUES 454 447 448 444 449 44,5 441 43,8
TOTAL EXPENDITURES 46,1 46,6 50,1 51 45,7 46,8 50,1 51,1
BALANCE (3) = (1) - (2) -0,6 -19 -5,3 -6,5 -0,8 -2,3 -6 -7,3
Interest expenditure (4) 29 3 3 32 2,7 2,7 28 3,1
Primary balance (5) - (3) + (4) 23 1,1 -23 -3,3 19 04 -32 -4,3
Cyclically-adjusted balance -1,9 -29 -39 -4,7 -2, -33 -4.6 -56
Cyclically-adjusted primary balance 1, 0.1 -0,9 -1,5 0.6 -0,5 -1.8 -2,5
Structural budget balance -1,8 -2,8 -39 -4,7 -2 -3,1 -4,6 -55
Gross public debt 66 69,3 77,7 83,8 58,7 61,5 72,6 794

Source: Economic Forecast, European Commission, Spring 2010

8.2.1. Advanced EU economies not belonging to EMU

Great Britain — In Q2 2010, the value of real GDP increased by 1.1%, showing increase in relation to Q2 when
the growth amounted to a mere 0.3%. Primary sources of growth represent the increase in the industrial
output and services sectors by 0.5% 0.2%, respectively. The consumption side in the 1Q 2010 shows the
household spending remaining at the same level, while the growth was recorded in gross capital investments

by 1.5%.

Besides the significant devaluation of the GBP, there was no major increase in exports. In 1Q 2010, exports
declined by 4.8% in relation to the previous quarter, as well as imports by 6.8%.

At end-June 2010, the inflation rate was 3.2%, being above the set target of 2%. The reason for the inflation
increase was in the VAT growth to 17.5%, the increase of oil price, as well as the depreciation of effects from



the earlier devaluation of the GBP. It is assumed that the inflation shall grow in the coming period, since it is
planned to raise VAT to 20% in January 2011, which shall condition the simultaneous price growth in 2011,
which may be additionally stimulated by the further increase of wages that continued nominal growth.

The Bank of England have kept the base inflation rate of 0.5% in June, while the measures of quantitative
mitigation aimed at further sustainability and speeding of the economic growth bought out about GBP 200
million of various types of banks assets.

In 2Q 2010, Denmark recorded the important economic growth of 2.8% in relation to 1% recorded in the 1Q
2010, whereby it is expected that the Danish economy may reach the level of 1.8% by the end of 2010. High
increase in the second quarter may be explained by the seasonal effect of public spending increase (2.6%)
and inventories. In 2Q 2010, the inflation rate amounted to 1.7%, while the unemployment rate was 4.2% in
2Q 2010, which is a slight decline in relation to Q1, when the unemployment rate amounted to 4.3%. Since
February 2010, the National Bank of Denmark has kept the extremely low reference interest rate amounting
to 0.75% in order to stimulate economic activities.

8.2.3. European Union - new member states

New EU member states reported economic growth and more favourable economic forecasts. However, it
should be noted that the pace of recovery varies among countries proportionally to their investment cycles, as
well as to the type of fiscal and monetary stimuli implemented in the previous period.

Latvia was a country which registered the high decline in economic activity of -6% in the 1Q 2010, and which
has shown slight signs of recovery in the 2Q 2010, recording the annual decline of 3% at the 2Q 2010, or 0.1%
increase in relation to the Q1 2010. Thus, the industrial output increased by 13.85% at the Q2-end, while
the annual exports increased by 23.3%. At the end-June, the unemployment rate was 15.3%. In June, Latvia
recorded annual inflation of -0.6%, which has shown monthly increase of 0.2% due to increase in food.

The economy of the Czech Republic, heavily hit by the recession in 2009, managed to record economic
growth of 0.5% in 1Q 2010, also recording growth of 0.8% in 2Q 2010. At the end of Q2, current account
deficit amounted to 1.1% of GDP and it has shown slight increase in relation to the Q1 when it amounted to
1.2%.1n 2Q 2010, in order to revive the economic activity, the Czech National Bank reduced the reference rate
by 25 base points now amounting to a mere 0.75%.

In 2Q 2010, Romania registered a negative economic growth rate of -0.5%, while the growth in the first
quarter was positive and it amounted to 2.7%. In relation to 1Q 2010, private consumption recorded
quarterly increase by EUR 1.9%, defeating a 3% decline, while there was the decline of net exports (2.6%),
which affected the negative result recorded in the second quarter 2010. Observing the production side, the
agriculture increased by 0.7%, industrial production and financial intermediation grew by 5.9% and 0.8%,
respectively, while there was a quarterly decline in trade and construction of -4.2% and -8.3%, respectively. In
June 2010, the CPI inflation was 4.38% showing a slight increase compared to March, when it amounted to
4.2%. Similarly to the Czech Republic and Poland, Romania reduced the reference rate by 75 base points now
amounting to 6.25% in the 1Q 2010, which has not changed since.



GDP growth rate in Bulgaria for the 2Q 2010 is still not estimated, but the GDP decline in 1Q 2010 amounted
to -3.6%. The main reasons for reduced economic activity were the lower personal spending (5.7%) and
industrial output (0.9%). On the other hand, positive movements were the increase of exports by 5.9%
followed by decline in imports by 2.6%. The inflation rate was 1.4%, rising by 0.1 percentage points in relation
to March 2010. In June 2010, the unemployment rate was 9.26% being lower in relation to March 2010 when
it amounted to 10.14%. Moreover, Bulgaria, referred to as a rare country in the region without fiscal deficit
problems, faced the budget deficit of 2.2% in 2Q 2010, as the result of numerous expenditures for social
programmes and deteriorated collection of revenues due to slowing down of economy.

In 2Q 2010, Poland reported positive quarterly growth rate of 3% in relation to the second quarter of 2009,
showing fast recovery. Thus the domestic demand increase in the second quarter grew at the annual rate
of 3.9%, whereby the consumer production grew at the annual rate of 3%. Reference interest rate remained
stable at the level of 3.5%, while the inflation remained at the level of 2.3% in relation to the first quarter, when
the annual inflation amounted to 3%. Gross wages increased by 1.5% in relation to the first quarter, when the
real growth of 1.3% was recorded. In the second quarter, there was the fast recovery of the market, thus the
unemployment rate in June was 11.6% in relation to the Q1 2010 when the unemployment rate was 12.9%.

The IMF forecasted the 2010 economic growth of 2.8% for this group of countries (Central and Eastern
Europe).

8.3. Emerging economies (Asia)

In 2Q 2010, emerging economies continued dynamic economic growth, relying on the high external demand
with the simultaneous growth of domestic demand, but at somewhat slower pace, primarily due to withdrawal
of a part of monetary and fiscal stimuli that should have mitigated potential adverse effects of the crisis. The
economic growth in these countries, together with countries of the Latin America, which has been becoming
the raw material basis of China, conditioned the revision of the IMF forecast on the trends in global economy
by the 1.5 percentage point increase in 2010.

China - The extremely high economic growth, estimated at 10.3%, remained present in Q2 2010 showing
a slight slowdown in relation to 11.9% recorded in 1Q 2010, showing that the measures directed towards
“cooling down” of economy were productive. Although fiscal and monetary stimuli affected the economic
growth in the first quarter, the Q2 brought the gradual decline in fiscal stimuli, decline in household loans
(credit growth amounted 18.2% in June 2010, in relation to November 2009, when it amounted to 33.8%) and
the slight decline in level of stocks. This all affected the mild decline in private spending from 18.7% at 2Q
2009-end to 18.3% at end-2010.

The investments and the continuing increase in exports were main growth generators, although somewhat
slower in relation to Q1. Thus the increase of retail sale in June was 18.3%, or almost 2 percentage points lower
than estimated, and the similar scenario happened with the industrial output, with the increase at the level
of 13.7%, also below the expectations. At end-June, the inflation grew relation to Q1 and annually growth was
2.9%, which is below the expected inflation of 3.3%, after the inflation increase in May of 3.1%. It is expected
that the inflation will rise in 2010 due to unfavourable year for farmers, when the floods destroyed large areas
under crops.



The external demand is recovering rapidly, reflected through the continued increase in exports of almost
43.9%, so that the trade surplus amounted to about USD 20 billion. China remained the greatest exporter
of consumer equipment, telecommunication equipment, electrical machines and wardrobe, while the main
imported products were iron and steel.

The prices at the real estate market are decreasing, while the lending conditions are somewhat deteriorated
due to lower money offer, thus we may expect the continued lending activity due to measures directed towards
the resolving of the potential overheating of the economy.

India - India, according to the preliminary data for 2Q 2010, reported quarterly economic growth of 8.80%,
which was the increase in relation to the previous quarter when it was 8.6%. The increase was primarily the
result of increase in manufacturing industry, followed by agriculture (2.8%), industrial output (12%), as well
as miningand quarrying which recorded annual increase of 9%. This was reflected to the inflation level which
amounted to 13.3% at end-2Q 2010. The estimated GDP rate, according to IMF forecasts, amounted to 8.8%.

In 2Q 2010, economic activity in Latin America continued the increase tempo, with some inflationary
pressure. In Mexico, real GDP rose by 7.6%, after growth to 4.4% in 1Q 2010 and the 2.9% decline in the
previous quarter of 2009. The growth was due to the increase in manufacturing industry (7.4%), industrial
output (7.8%) and agriculture (4.8%). Argentina reported a significant real GDP increase in the second quarter
of almost 11.8%, which was the highest increase in the economy of Argentina in the last 15 years. On the other
hand, the rapid growth was followed by the increase in demand, which created high pressure to the inflation
which is estimated to reach 20% by the end of 2010. Finally, Brazil recorded annual growth rate of 1.2% in
relation to the previous quarter, which was the slowdown of increase in relation to 1Q when it recorded a 2.7%
increase, whereby the Central Bank of Montenegro expected that the increase may reach the level of 7.3% at
end-2010. The reasons for such high economic growth are the private demand growth, which rose by 0.8% at
the annual level, the quarterly increase in public spending of 2.4% and the increase in investment spending,
which rose by 26.5% in relation to June 2009. The inflation remained stable, at the annual level of 4.4%, which
is very close to the target of 4.5% set in January 2010.

The IMF estimated that the Latina America shall continue the significant growth in the coming period, due
to the increase in the household spending, as well as the growth in the external demand, becoming more and
more dependant on the Chinese market , instead of traditional US or EU market.

South-Eastern Europe

The effects of the crisis became visible in 2010 in the region of South-Eastern Europe. Low level of capital
inflow and reduced lending activities of banks in the countries of this region had adverse effects to spending,
resulting in lower economic growth rates. The access to capital is more difficult in conditions of reduced
lending activities of banks, which influences on the reduction in production and the level of use of the
capacities in these countries. A declining trend in economic activities was present in many countries, as
well as negative GDP growth rates in the 1Q 2010, while the first signs of economic recovery in some parts
became evident in 2Q 2010.. The crisis effects in the Western Balkans region were evident in the form of lower
economic growth rates, reduced foreign capital inflows, reduced domestic demand, weakening of exports,
and unemployment growth, while the recovery may be noticed at the slight growth of industrial output.



Unfavourable economic movements were still characteristic for Croatia in the first quarter of 2010. The
economic activity decline continued, but in lower intensity. The weakening of the economic activity was
due to the decline in domestic demand and investments, especially in construction. The first forecasts of the
National Bank of Croatia indicate that the annual decline in economic activities in the first three months was
2.5% (the decline of GDP in the first quarter of 2009 was 6.7% in relation to the first quarter of 2008). The
official estimate of GDP in the 2Q 2010 is not available yet, although first forecasts say that the second quarter
recorded a 2.5% decline in relation to Jun e 2009.

The unfavourable conditions in real sector negatively reflected on the labour market. The unemployment rate
in Croatia increased since the beginning of 2009, amounting to 12.1% at end June 2010, being higher in
relation to March 2010 when it amounted to 10.5%. Industrial output declined by 2% at the annual level, retail
trade by 5% and the exports rose by 10.1%, whereas imports declined by 7.7% at the annual level.

The inflation rate recorded significant drop in the first six months of 2010. The annual inflation rate was 0.8%
in June 2010, in relation to 2.4% recorded in end-March. Croatia is facing high budgetary deficit, which will
result in adjustment of incentive measures for the economy in the following period and the need to reduce

budgetary deficit.

The latest European Commission forecast for 2010 showed a positive GDP growth rate of 0.2% in Croatia, and
EBRD forecasted GDP growth rate of 0.6%.

Economic activity in Serbia in the first quarter of 2010 showed mild increase of 0.6% in relation to the same
period of 2009, mostly due to the increase in domestic demand and exports. Although there are no official
indicators for the second quarter, it is evident that it will be positive taking into account output indicators.

Thus in June 2010, industrial output rose by 2.5% in relation to June 2010, the value of new construction
works rose by 34.4% in relation to the same period of 2009, while the number of tourist arrivals declined
annually by 1%. The increase in exports continued in the Q2, which amounted annually to 18%, while the
increase in imports was 3.2%, which conditioned the decline in external trade balance by 11.6%. The increase
in exports was mostly the result of the increased export of iron, steel and non-ferocious metals, followed by
the output increase in this industry.

It is estimated that the 2010 GDP increase would amount to about 1.5%.

The inflation rate in 2Q 2010 was 4.2%, in relation to the same period of 2009, representing decline in relation
to March when the annual inflation was 4.7%. It is expected that the inflation shall rise in 2010 due to the
increase in prices of food. In Q2 2010, the number of unemployed persons declined by about 4.5% in relation
to June 2009, while salaries in June nominally increased by 7.3% at the annual level, or 3.5% measured by real
prices.

As estimated, the budget deficit in 2010 shall amount to 4% of GDP, and it will mostly be financed by
withdrawing the money from the domestic market.

According to preliminary data, Bosnia and Herzegovina will have a modest negative economic growth rate
ranging from 0% to 1% in 2010, which will mostly depend on the effectiveness in performing structural



changes. In November 2009, Bosnia and Herzegovina signed stand-by arrangement with the IMF to the
amount of EUR 1.2 billion to the period of three years. The annual inflation rate in June 2010 was 2.5%, and
high increase in inflation conditioned the increase in process of alcoholic beverages and tobacco, transport
and communication. Exports increased by 32.2%, while annual growth of imports was 4.5%.

In + Macedonia, according to the estimates, the GDP growth of 0.4% was recorded in 2Q 2010, the same
as in the previous quarter. The increase in GDP was mostly contributed by the increase in final household
spending of 4.7%, while exports increased by 21.3%, the increase in transports was 3.9% and the increase
in the financial sector was 3.2%. According to the estimates, the annual GDP growth in 2010 would amount
to 1%, recorded through the increase in personal and investment spending, whereas the negative influence
of exports are expected. In the reporting period, the inflation rate recorded monthly increases of 0.2%, as
while annual inflation in June amounted to 1.8%. The inflation rate growth was mostly due to increase in
prices of telecommunication (2.9%), hotel services (0.6%) and alcoholic and non-alcoholic beverages (0.4%).
Macedonia had the highest unemployment rate in Europe of 33.5%., which was 0.5 percentage points increase
in relation to March 2010. Unemployed persons between 15 — 24 years of age made up 20%.

8.4. Interest rates

In the first half of 2010, the central banks of the leading world economies lead liberal monetary policy, thus
the reference interest rates remained at the historically minimum levels. Mild economic recovery at the global
economy level and stable inflatory expectations, conditioned passing decisions by central banks not to change
reference interest rates, in order to support further economic growth.

The ECB reference interest rate was 1.0% (the historical minimum). Pursuant to economic situation and the
readiness to support the economic growth in the Eurozone, the European Central Bank kept the reference
interest rate at the level of 1.0% in the first half of 2010.

Table 8.9

Reference interest rates of selected central banks

Date of the last

Currency Reference Interest Rate Level Last changes change

EUR ,Refinance Rate” 1,00% -25bp 07.05.2009.
CHF “,Libor Target Rate” 0,25% -25bp 12.03.2009.
CAD “Target Overnight Rate” 0,50% 25bp 01.06.2009.
JPZ “Target Rate” 0,10% -20bp 19.12.2008.
GBP “Repo Rate” 0,50% -50bp 5.03.2000.
usb “FED Funds Target Rate” 09%-0,25% -75bp 16.12.2008

Source: Central banks of the observed countries

FED — Although showing improvements, the economic indicators of the USA have shown slower economic
growth. The FED Monetary policy discussed the introduction of additional measures to stimulate the slowed
recovery of American economy. Spending and output were at the low level, while the unemployment was still
high. In addition, in June, trade deficit amounted to 18.8% of GDP, which points that the economic growth
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in 2Q was lower than expected. The facts above conditioned the FED's decision to keep the outstandingly low
reference interest rate ranging from 0%-0.25% in the first half of 2010.

BoE — The economy of Great Britain has shown sighs of recovery, but not at the estimated level. Real estate
prices declined in the 2Q 2010, while the growth pace of retail sale significantly slowed, and the only positive
was the decline in trade deficit in the reporting period. The economic indicators pointing to the slow pace
of British economy recovery deteriorated the problem facing the Bank of England, which has been keeping
the reference interest rate at the outstandingly low level, although the inflation exceeded the targeted level.
Consequently, the BoE has left open the possibility of further expanding the monetary policy by reducing the
estimate of the Britain’s economic growth.

Bo] — In the first half of 2010, the Bank of Japan has not changed the reference interest rate, which remained
at the level of 0.1%.

8.5. Foreign exchange rates
USD/EUR

The EUR/USD exchange rate was unstable in 2Q 2010. The nominal decline of EUR to USD was recorded, thus
the lowest level was recorded in the last four years. The average nominal USD/EUR exchange rate was 1.27 in
the first quarter 2010, which is an depreciation of EUR by 8.1% in relation to the previous quarter (USD/EUR
1.48). The trends at the USD/EUR exchange rate in the 2Q 2010 may be explained by fiscal problems facing
the Euro zone member states (especially Greece).

During 1Q 2010, the EUR/USD exchange rate

Movements of USD/EUR and JPY/EUR exchange rates ranged between 1.942 and 1.3615 USD for 1 EUR.
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April 2010

The Government of Montenegro passed the text of guarantee for a EUR 26.3 million loan from Credit Suisse
bank to the Steel Factory Niksic.

Moreover, the Government passed the Proposal of the Law on Improving the Business Environment and the
Decree on the prolonged payment of tax on profit of companies, which should facilitate companies to deal
easily with the economic crisis, as well as the Proposal of the Law on Housing cooperatives which enables the
association of companies and citizens in solving dwelling needs.

The Parliament of Montenegro enacted Energy Law, Energy Efficiency Law, Trade Union Representation
Law, as well as amended Law on Labour Protection.

The Romanian consortium, made by Grampet and G.ER, offered EUR 1.65 million for the purchase of 85.44%
of state shares of the company Montecargo.

The managing board of the Montenegrin Telecom proposed the Assembly of shareholders to pay the dividend
amounting to EUR 37 million.

The Electricity Company of Montenegro announced that it shall, jointly with the Norwegian company NTE,
establish the company Zeta Energy which shall produce electric energy from renewable sources.

The Commission for the Supervision of State Aid announced that the total State aid to the owner of the
Aluminium Factory Podgorica and the Bauxite Mine, the Central-European Aluminium Factory, amounted
to EUR 184.86 million.

May 2010

The Government of Montenegro passed the amendments of the Contract with the Credit Suisse bank for the
loan to the Steel Factory Niksic, creating pre-conditions for use of funds amounting to EUR 26.3 million.

Council of Europe Development Bank granted the credit arrangement to Montenegro amounting to EUR 25
million, for the support on lending households that have not settled their housing,



The Assembly of shareholders of the Montenegrin Telecom passed on the decision on the share of dividend
totally amounting to EUR 37 million, and the shareholders of the Jugopetrol Kotor, at their annual Assembly,
passed the Decision on paying the dividend at the total amount of EUR 3 million, or 64.5 Euro cents per share.

The Ministry of Economy announced the new pre-qualification bidding for granting concessions for the
exploitation of coal from mine Maoce, conditioned by the construction of thermo power plant with the
estimated power of 500 MW,

The representatives of the major owner of the Aluminium Factory Podgorica, the Central-European
Aluminium Factory, agreed with the consortium consisting of 19 European banks to reprogram the prior

debt amounting to EUR 135 million.

In the next 15 years, the Hilton International will manage the Hotel Crna Gora, and the appointment of the
franchise to the world famous group should positively affect the tourist offer of Podgorica and Montenegro.

June 2010

The State of Montenegro became member of the Eurasian group on combating money laundering and
financing of terrorism (EAG), as a observer state.

The census of Agricultural households and business entities in Montenegro was performed after half a
century, aimed at receiving reliable, accurate and internationally comparable data.
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Annex A: Real sector developments

Table 1 - Overview of macroeconomic developments

o 2009 2010 (chain index)
Description XX 10w WV VI VI v IX XX
Industrial production (index) 1260 1135 89.1 1174 958 898 1089
Consumer prices (index) 100.0 99.7 100.1 1004 100.1 999 996
Industrial producer prices (index) 1003 976 992 995 101.5 1038 993
Source: Monstat
Table 2 - Industrial output
Contribution ©2009 =100 LEVEL INDEX
DESCRIPTION in 2009. 2010. VI 2010 VI2010 [-VI2010
2009 \ Vi vV VI VI V2010 VI2009 1-VI2009
Industry-total 1000 946 842 1181 1095 119.2 1180 108.9 141.6 99.9
Mining and quarrying 39 787 154 1249 965 1494 1226 154.8 970.1 98.2
Mining and quarrying of en. producting mat. 22 727 71 1573 1096 2114 1693 1929 29775 107.6
Mining of pit coal, lignite and peat 22 72.7 71 1573 1096 2114 1693 1929 29775 107.6
Mining and quarrying exept energy produc. mat. 1.7 86.8 26.8 80.9 78.7 65.1 59.0 827 2429 729
Mining of metal ores 04 - - - - - - - - -
Other mining and quarrying 1.3 704 335 51.2 98.3 813 738 82.7 242.7 144.1
Manufacturing 626 1046 1108 1080 920 1100 88.0 119.6 99.3 81.5
t'z';::;a“”re of food products, beverages, and 1221032 1054 978 938 1035 858 1103 982 877
Manufacture of food products baverages 119 1047 1081 95.1 913 1052 86.0 1152 973 904
Manufacture of tobaco products 03 47.1 - 2000 1882 392 784 20.8 - 39.2
Manufacture of textiles and textiles products 0.2 80.7 1131 1098 853 78.0 829 914 69.0 755
Manufacture of textile fabrics 0.1 - - - - - - - - -
Manufacture of wearing apparel and fur 0.1 83.1 1165 1071 878 80.3 854 91.5 68.9 79.7
Manufacture of leather and leather products 0.1 - - 1538 - - 30.8 - - 20.0
Manufacture of wood and wood products 16 95.8 90.2 736 1142 1143 722 100.1 126.7 98.1
Manufacture of paper, publishing, and printing 1.3 1045 1095 1008 972 1107 90.4 1139 1011 89.7
Manufacture of celulose paper and paper products 0.5 1075 1208 962 1137 1458 98.7 1282 120.7 102.6
Publishing, printing and reproduction 08 1029 1034 1033 88.2 91.8 86.0 104.1 88.8 833
Manufacture of chemical products and fibres 8.7 785 1127 95.7 879 1494 92.8 170.0 1326 97.0
Manufacture of rubber and plastic products 0.1 1435 548 1126 704 574 491 815 104.7 436
Manufacture of other non-metal minerals 52 1027 889 974 1290 1208 1182 93.6 1359 1214
Manufacture of metal and metal products 298 1163 1184 1215 824 95.7 79.6 116.1 80.8 65.5
Manufacture of basic metals 280 1159 1167 1226 829 96.9 799 116.9 83.0 65.2
Manufacture of metals products, exept machinery 18 1239 1466 1034 74.2 77.3 74.6 104.2 52.7 721
Manufacture of other machinery and equipment 26 689 95.7 881 1162 1475 1337 1269 1541 151.8
Manufacture of transport equipment 0.7 1389 1389 108.1 96.8 1221 65.3 126.1 879 60.4
Manufacturing N.E.C. 0.1 927 949 883 85.3 759 70.9 89.0 80.0 80.3
Electricity, gas, water supply 335 777 423 1364 1438 1329 1736 924 314.2 127.3

Source: Monstat
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Table 3 — Industrial production

Total Mining and quarrying Manufacturing Electricity, gas, water supply
Annual Monthl Annual  Monthl Annual Monthl Annual  Monthl

2000=100 growth rate growth rzte 2000=100 growth rate growth rzte 2000=100 growth rate growth rzte 2000=100 growth rate growth rzte

Jan 120.7 57 -2.1 93.0 513 -19.5 100.5 -0.6 -17.6 1449 11.0 425
Feb 106.7 4.7 -9.5 91.8 114.8 -1.3 96.0 -79 -4.1 139.8 226 -19.0
Mar 121.2 3.0 113 90.5 8.0 -14 1188 1.0 233 138.7 7.3 -74
Apr 105.0 -0.8 -13.7 70.8 149 -21.8 114.2 -0.3 -4.1 89.8 -58 -35.1
May 114.3 26 9.0 90.0 279 27.1 118.7 -04 4.1 1383 6.8 218
2006 Jun 1179 19 16 96.3 -11.2 6.6 1244 20 2.6 106.2 59 -29
Jul 1380 104 -0.2 96.8 -8.7 0.8 140.3 24 1.7 129.2 635 -6.3
Aug 112.2 -39 -6.2 1080 -16.5 11.7 1208 -9.2 -2.5 753 11.1 -24.2
Sep 126.2 -53 55 1243 -14.9 153 129.2 0.1 6.9 721 -21.7 -4.4
Oct 104.9 -4.8 -85 828 -18.2 -333 120.7 0.5 -6.5 139.1 -20.7 -5.2
Nov 121.5 0.5 15.5 884 19.0 65 1287 9.0 6.7 1106 -223 61.7
Dec 126.2 2.3 4.0 100.3 -13.6 12.9 116.8 4.8 -0.7 129.8 03 17.5
Jan 976 -19.1 -23.1 69.6 -252 -30.2 1120 115 -13.0 52.2 -64.0 -48.9
Feb 109.2 24 15.0 85.2 -7.2 224 107.2 11.7 -33 1225 -124 97.3
Mar 123.1 16 10.5 92.2 18 8.1 1214 22 12.8 139.1 03 6.0
Apr 110.6 54 -10.5 90.0 27.1 24 116.7 22 -4.0 100.1 1.5 -27.8
May 107.2 -6.2 -29 86.2 -4.2 -42 1269 6.9 89 75.0 -45.8 -40.8
2007 Jun 103.5 -12.2 -49 65.5 -32.0 -24.2 140.1 126 8.1 15.6 -85.3 -73.6
Jul 121.2 -12.2 -0.1 94.1 -2.7 439 146.9 4.7 55 358 -72.3 759
Aug 117.5 48 11.8 1054 -24 12.1 142.7 18.1 10.0 369 -51.0 343
Sep 1239 -1.8 -1 1171 -5.8 113 139.8 82 -2.2 36.6 -49.3 -1.2
Oct 1341 27.8 19.1 1249 509 6.7 1516 256 8.6 180.2 296 1422
Nov 128.5 58 44 1594 80.3 274 1266 -16 -164 1233 11.5 39.1
Dec 1359 7.7 6.1 60.4 -39.8 -62.3 129.0 10.5 11.6 144.4 11.3 17.2
Jan 1104 13.1 -19.3 994 429 66.0 121.7 8.6 -14.5 65.1 248 -42.6
Feb 129.9 189 209 1325 55.5 332 1070 -0.2 -11.1 190.1 55.2 145.2
Mar 126.1 24 -4.8 104.6 135 =211 124.8 2.8 16.1 1384 -0.5 -32.0
Apr 104.8 53 -17.3 68.2 -24.2 -34.8 111.7 -43 -10.7 96.9 -3.2 -29.8
May 96.6 -9.9 -7.7 91.0 56 333 1150 -94 33 60.4 -19.5 -50.7
5008 Jun 109.3 56 114 1172 789 283 1136 -189 -33 94.1 502.6 98.5
Jul 1254 35 -2.1 878 -6.7 -249 1356 -7.7 76 926 158.7 -249
Aug 111.9 -4.8 29 1737 64.8 983 1137 -20.3 -5.0 738 99.8 4.0
Sep 1388 12.0 16.3 168.9 442 -2.7 123.0 -12.0 8.0 1221 234.0 65.0
Oct 105.8 -21.1 -16.1 1395 1.7 -17.3 117.5 -22.5 -43 1281 -289 -48.4
Nov 1193 -7.2 126 119.2 -25.2 -14.7 1154 -89 -18 129.7 52 105.6
Dec 108.3 -20.3 9.0 515 -14.7 -57.1 89.6 -30.6 -14.9 154.2 0.8 18.9
Jan 105.2 -4.7 -35 457 -54.0 -10.6 718 -41.0 -274 168.6 1589 39.1
Feb 105.5 -18.8 30 64.0 -51.7 399 710 -33.7 -02 2076 9.2 34
Mar 106.0 -159 -13 76.2 -27.2 19.0 90.7 -27.3 273 159.7 154 -28.1
Apr 85.7 -18.2 -19.6 68.7 0.7 -10.1 715 -36.0 -21.3 1300 342 -184
May 722 -25.3 -15.7 306 -66.4 -554 737 -35.9 34 1020 69.0 -37.8
2009 Jun 65.2 -404 -11.1 6.0 -94.9 -80.4 79.8 -29.8 59 435 -53.8 -45.7
Jul 67.1 -46.5 -12.3 6.4 -92.7 75 793 -41.5 -103 437 -52.38 -235
Aug 525 -53.1 -9.6 10.1 -94.2 579 65.6 423 -6.4 229 -68.9 -314
Sep 60.8 -56.2 8.4 62.7 -62.9 517.8 722 -41.3 9.8 0.6 -94.6 -71.3
Oct 65.9 -37.7 194 564 -59.6 -99 63.8 -45.7 -11.3 1511 17.9 1025.8
Nov 64.9 -45.6 -15 178 -85.1 -68.7 535 -53.6 -16.2 110.5 -14.8 486
Dec 81.7 -24.6 26.0 21.7 -57.9 21.7 58.5 -34.7 19.7 1489 -3.5 34.7
Jan 934 -11.3 135 503 10.0 1335 454 -36.8 -29.7 1864 10.6 59.5
Feb 810 -23.2 -109 40.1 -374 -204 509 -283 133 1711 -17.6 -22.9
5010 Mar 96.8 -8.7 174 44.2 -42.0 10.3 64.1 -294 252 2054 286 120
Apr 932 8.7 -4.2 559 -18.7 26.2 69.6 -2.7 85 169.7 30.5 -17.2
May 836 15.8 -10.2 375 226 -32.8 64.9 -12.0 -6.6 188.8 85.1 -11.9
Jun 923 41.6 8.9 58.0 870.1 54.8 79.2 -0.7 19.6 136.6 2142 -7.6

Source: Monstat and CBM calculations



Table 4 - Industrial output

Annexes HEENI

| 1l ] \% \' Vi vik Vil IX Xl Xl
Chain index 1135 891 1174 958 898 1089
22009 =100 121.6 1084 1273 1219 1095 119.2
Month-on-month 887 768 913 1087 1158 141.6
Year-on-year 826 855 904 942 999
Table 5 — Consumer prices
| Il ] IV \'} Vi vik vl IX Xl Xi
Chain index 99.7 100.1 1004 100.1 999 996
2 2009 =100 100.0 100.1 1005 1006 100.5 100.1
Month-on-month 100.8 100.2 100.7 1004 100.3 100.2
Year-on-year 100.5 100.6 1005 1005 1004
December 2009 = 100 99.7 998 100.2 1003 1002 998
Table 6 — Producers’ prices of manufactured products
| Il [} \% Vv Vi vk vl IX Xl Xl
Chain index 976 992 995 1015 1038 993
2 2009= 100 974 967 961 976 101.3 100.6
Month-on-month 936 938 954 966 101.1 1022
Year-on-year 937 943 948 961 97.1
December 2009 = 100 976 969 964 979 1016 100.7

Source: Monstat
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Table 7 — Prices

Producer’s prices of manuf.

Retail prices Cost of living
products
Total Goods Services Total Total
Annual Monthly Annual Monthly Annual Monthly Annual Monthly Annual Monthly

growthrate growthrate growthrate growthrate growthrate growthrate | growthrate growthrate | growthrate growth rate

Jan 37 0.1 0.9 0.1 16.5 0.0 12 0.1 36 0.1
Feb 35 0.1 09 0.1 15.0 0.0 12 0.1 33 0.2
Mar 36 0.2 1.0 0.2 15.2 0.2 13 0.2 2.5 2.2
April 39 04 1.3 04 15.6 03 1.8 0.5 04 -1.5
May 3.6 0.2 14 03 12.8 0.1 20 0.6 0.5 0.5
2005 Jun 38 0.2 1.6 0.2 132 04 29 03 17 0.8
Jul 35 -0.2 1.3 -0.3 13.1 0.0 2.7 -1.0 1.5 0.0
Aug 35 0.1 1.3 0.1 13.1 0.0 2.7 0.2 13 0.1
Sep 37 03 14 03 132 03 32 04 2.1 0.2
Oct 33 0.2 14 0.2 114 03 32 03 2.1 -0.1
Nov 34 0.1 15 0.1 114 0.0 3.8 0.6 2.2 0.1
Dec 1.8 0.1 1.8 0.1 1.8 0.0 24 0.2 3.5 0.8
Jan 2.6 0.2 2.8 03 16 0.0 29 0.3 3.1 0.1
Feb 23 0.1 2.5 0.2 16 0.0 29 0.3 -2.8 04
Mar 20 0.1 2.2 0.1 15 0.1 2.8 0.2 23 1.0
Apr 2.1 0.6 23 0.7 1.0 0.1 3.1 0.7 38 04
May 2.2 03 2.5 04 0.9 0.0 33 0.7 39 0.2
2006 Jun 23 0.2 26 0.2 038 0.1 31 0.1 36 0.5
Jul 23 -0.2 26 -0.2 0.9 0.0 33 -1.1 36 0.0
Aug 23 0.2 24 0.1 1.6 0.7 33 0.3 38 0.2
Sep 1.7 0.1 1.7 0.0 1.8 03 2.7 03 43 0.7
Oct 1.7 0.0 1.6 -0.1 20 0.5 238 04 4.1 -04
Nov 1.9 0.1 1.9 0.1 2.0 0.0 2.7 03 4.1 0.2
Dec 2.0 0.2 2.0 0.2 2.0 0.0 2.8 03 29 -04
Jan 1.8 0.2 18 03 20 0.0 2.6 03 1.7 0.6
Feb 1.8 0.0 17 0.0 2.2 03 24 0.1 3.1 1.0
Mar 2.0 03 2.0 04 2.2 0.0 24 02 5.6 25
Apr 2.1 0.7 2.2 0.8 2.0 0.0 23 04 7.2 1.6
May 2.2 03 2.2 04 2.1 0.0 23 0.6 6.7 -0.1
2007 Jun 2.2 0.2 2.2 0.1 24 04 16 -0.6 6.6 0.2
Jul 47 23 50 26 3.1 0.8 42 1.7 1.1 48
Aug 45 0.1 50 0.1 24 0.0 46 0.6 10.7 -04
Sep 6.4 1.9 59 0.8 8.6 6.3 6.5 2.1 9.9 0.2
Oct 7.0 0.6 6.7 0.7 8.0 0.0 6.9 0.7 10.7 03
Nov 8.0 1.0 8.0 13 8.0 0.0 76 1.0 13.7 29
Dec 8.0 0.2 8.0 0.2 8.0 0.0 7.7 0.3 14.5 0.2
Jan 83 14 7.5 0.8 11.3 39 79 14 11.6 2.1
Feb 8.8 04 7.7 0.1 13.3 2.0 8.0 0.1 11.6 0.8
Mar 8.8 04 7.7 0.5 134 0.0 82 04 12.7 2.8
Apr 9.0 0.8 79 0.9 13.6 0.2 9.1 12 11.5 0.5
May 9.6 09 84 038 147 1.0 9.5 1.0 132 1.1
2008 Jun 124 2.8 11.2 2.8 17.5 2.8 14 12 19.1 5.5
Jul 10.8 0.1 94 0.2 16.8 0.1 9.7 -04 16.7 0.1
Aug 10.8 0.0 9.1 -0.3 18.1 1.1 9.5 03 186 12
Sep 9.8 0.8 9.0 0.7 13.0 12 8.5 1.0 17.1 -1.0
Oct 89 -0.2 79 -0.3 132 0.2 7.8 0.0 14.2 0.0
Nov 7.0 -0.8 54 -1.1 13.3 0.2 6.5 -0.2 144 -0.8
Dec 7.3 04 5.8 0.5 134 0.0 7.2 1.0 7.1 -5.2
Jan* 49 -0.2 5.7 -1.2
Feb 54 0.7 47 0.0
Mar 55 04 0.6 -16
Apr 54 0.6 0.1 0.3
May 4.8 0.1 -19 -0.5
Jun 2.8 -0.3 -7.8 -1.1
2009 1y 21 06 93 14
Aug 3.1 1.1 -99 0.6
Sep 17 -0.3 -86 0.7
Oct 17 0.0 -8.1 0.5
Nov 23 0.0 =72 03
Dec 15 0.1 -34 0.3
Jan 0.8 -0.3 -6.4 -24
Feb 0.2 0.1 -6.2 -0.8
Mar 0.7 04 -4.6 -0.5
2010 a0 04 0.1 34 15
May 03 -0.1 1.1 38
Jun 0.2 -04 2.2 -0.7

Source: Monstat
* Costs of living have been replaced by Consumer prices since January 2009.



Table 8 — Tourism

Annexes HEENI

2009 2010 Index
1-Vi10. Structure
Vi I-Vi VI I-VI I-VW
Total 114,132 275,841 121,336 274,877 99.7 100.0
Arrivals domestic 13,659 49,307 15175 47877 97.1 174
foreign 100,473 226,534 106,161 227,000 100.2 826
Total 741,614 1,481,230 806,866 1,474,500 99.5 100.0
Overnights domestic 67,059 210,645 91,662 227,075 107.8 154
foreign 674,555 1,270,585 715,204 1,247,425 98.2 84.6
Source: Monstat
Table 9 - Number of employed and unemployed people
| Il Il v V Vi Vil Vil IX X Xl Xl
Employed*
2001 114,536 113,500 113,542 113,663 113,943 114,137 114,106 114,024 115077 114,755 114,170 113,744
2002 113,594 113,597 113,953 113,663 113,943 114,137 114,422 113,684 113,526 113,676 113,679 113,425
2003 112,637 112,846 112,317 112,132 111,738 112,648 112,905 112,647 111,461 110911 110,387 109,639
2004 108,562 107,359 108,634 109623 109642 109,863 110,886 111,158 110,049 109,696 110,055 108,228
2004*** 142,081 142,834 142,361 143224 143,845 146,696 145,160 142,634 143,447 143,113 143,992 142,438
2005*** 142,145 142,072 141,298 140,959 142,248 145,852 148,528 146,744 145,739 145923 145528 145,261
2006*** 144,978 145,753 146,554 147,517 149,321 151,678 154,723 154,289 154,236 154,652 155,156 150,746
2007 *** 151,535 152,114 153,140 154,074 156,817 158,190 160,045 158392 158,164 157,458 157,739 159,223
2008 160450 161,105 162,737 162,307 165955 170,146 168916 168,488 167,722 168583 169,079 169,160
2009 169,305 169,670 170,607 172,549 174,218 178,839 178,622 179,016 176,936 175468 174,736 169,859
2010 172,301 171,557 171,263
Unemployed**
2001 81,238 82,158 82453 83,091 82629 82,140 81,823 80686 80952 80668 80440 81,069
2002 80,385 81,360 81510 81961 81602 81,041 81,116 80830 80809 80,183 79894 76,293
2003 76,584 76,077 76,165 74976 73520 69,735 66951 66,277 67,664 71,023 72544 68,625
2004 69573 71419 72378 72202 68993 64572 60993 60,771 60447 59930 59387 58950
2005 59,115 58,774 58075 57557 56,772 55199 53683 52494 51843 51,266 49886 48825
2006 48,639 48656 49,388 48651 45640 42560 40,220 39093 38919 38,747 38,892 38876
2007 39,104 39155 38714 37571 35356 33,393 32205 31271 31,156 31569 31,787 31,469
2008 31,323 31469 31684 30,270 30021 29088 28660 27954 28276 28666 28645 28,366
2009 28921 29305 29170 28616 27,785 27113 27,048 26844 27313 28,731 29607 30,169
2010 31,055 32,375 33117 33,188 32377 31324

* Source: Monstat
** Source: Employment Agency
*** New methodology applied
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Annex C

Table 11 - Auctions of 182-day T-bills, EUR thousand

Annexes HEENI

Auction Issue date Issued Sold Demand We:gtheted
XXXI Auction 01.03.2010. 35.500,0 35.500,0 40.092,0 3,96%
XXXII Auction 15.03.2010. 7.000,0 7.000,0 11.640,0 3,56%
XXXIIl Auction 23.03.2010. 4000,0 3.160,0 6.160,0 4,34%
XXXIV Auction 27.042010. 9.500,0 9.500,0 14.000,0 3,50%
TOTAL January=june 56.000,00 55.160,00 71.892,00

2010.
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Annex D

Table 12 - Consolidated Public Consumption* in Montenegro realized in the period 01.01-01.06.2010

Plan | -\|/I 2010 % I-VII 2009 %
I-VI2010 realization % realization [-VI2010in
i EUR in EUR realization 0;(?1?;) in EUR relation to
million million million I-1112009

CURRENT REVENUES 604.91 567.67 93.84 17.73 586.51 96.79
Taxes 369.23 337.26 91.34 10.54 338.27 99.70
Personal income tax 44.86 49.68 110.74 1.55 46.58 106.66
Corporate profit tax 34.95 13.62 38.97 043 3044 44.74
Property taxes 8.31 9.13 109.87 0.29 8.22 111.07
Value added tax 172.30 168.66 97.89 527 160.17 105.30
Excise duties 64.09 52.58 82.04 1.64 51.86 101.39
Tax on international trade and transactions 21.21 23.09 108.86 0.72 21.31 108.35
Local Taxes 18.70 15.17 81.12 047 1532 99.02
Other revenues of the Republic 4.81 533 110.81 0.17 437 121.97
Contributions 143.64 164.72 114.68 5.15 133.53 123.36
Pension and disability insurance contributions 88.08 102.42 116.28 3.20 86.33 118.64
Health insurance contributions 51.10 57.61 112.74 1.80 4351 13241
Unemployment insurance contributions 4.46 4.69 105.16 0.15 3.69 127.10
Other contributions 0.00 0.00 0.00 0.00 0.00 0.00
Duties 13.12 13.49 102.82 042 1545 87.31
Fees 48.60 28.34 5831 0.89 49.87 56.83
Other revenues 2645 22.26 84.16 0.70 26.07 85.39
Receipts from loan repayments 387 1.60 4134 0.05 2332 6.86
CONSOLIDATED EXPENDITURES 756.03 582.14 77.00 18.19 572.10 101.75
CURENT PUBLIC EXPENDITURES 631.12 53149 84.21 16.60 482.73 110.10
Current expenditures 310.24 23745 76.54 742 223.21 106.38
Gross salaries and contributions charged to 16218 13235 8161 413 15361 86.16
employer
Other personal earnings 13.04 7.82 59.97 0.24 8.12 96.31
Expenses for supplies and services 70.36 4537 64.48 142 39.23 115.65
Current maintenance 16.58 12.00 72.38 037 4.38 27397
Interests 1647 15.29 92.84 048 6.74 226.85
Rent 4.92 3.50 71.14 0.11 2.86 122.38
Subsidies 23.11 18.67 80.79 0.58 6.08 307.07
Other expenditures 358 245 68.44 0.08 2.19 111.87
Transfers for social protection 210.62 20043 95.16 6.26 160.15 12515
Transfers to institutions, individuals, NGO's and 100.85 85.96 8524 269 87.06 98.74
public sector
Total capital expenditures 12491 50.65 40.55 1.58 89.37 56.67
Borrowings and loans 2.88 2.25 7813 0.07 3.87 58.14
Reserves 6.53 540 82.70 0.17 844 63.98
Payment of guarantees 0.00 0.00 0.00 0.00 0.00 0.00
DEFICIT/SURPLUS** -151.12 -14.47 9.58 -045 14.41 -10042
Payment of debts to residents 13.92 32.27 231.82 1.01 30.11 107.17
Payment of debts to nonresidents 21.67 2044 0.64 9.80 208.57
Payment of liabilities from the previous period 4333 73.97 170.71 231 4537 163.04
Privatization revenues 36.72 7.87 2143 0.25 7.07 111.32
Donations 11.17 1.69 1513 0.05 1.39 121.58
Borrowmgs and loans from foreign sources and 0.00 0.00 000 0.00 149 0.00
project loans
Borrowings and loans from domestic sources 843 20.84 247.21 0.65 43.31 48.12

Source: Ministry of Finance

* Consolidated public expenditure includes the Budget of Montenegro adn state funds adn local administration.
** Surplus/Deficit as the residual of total revenues decreased by borrowings, donations, transfers adn property taxes,

and expenditures for repayment of principal based on debt of taking loan and issuing secuities in the county and abroad.



